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THE FLOWS OF FUNDS BETWEEN REGIONS 
OF THE UNITED STATES* 


NorMAN N. BowsHER, J. DEWEY DAANE, 


and RoBERT EINZIG 


Federal Reserve Bank of St. Louis, Federal Reserve Bank of Richmond, and Federal 
Reserve Bank of San Francisco 


THE FLOWS OF FUNDs between regions of the United States are con- 
crete evidences of important economic processes. Data on these flows 
between Reserve districts or zones, unlike most economic data, are 
extremely current and are available as a by-product of the Federal 
Reserve accounting system. The basic research involved in construct- 
ing a regional monetary equation (i.e., the set of factors affecting 
reserve positions of member banks in each district) and a regional 
breakdown of Treasury transactions from these data was fully de- 
scribed at a Federal Reserve Conference on the Interregional Flows 
of Funds in 1955.’ Because of space limitations, the present paper 
contains only a portion of this material. 

The theory of international trade is rich in discussion and demon- 
stration of the balancing mechanism under an international gold 
standard. It is less widely recognized that a similar process holds true 
for domestic payments between regions in the United States. Analo- 
gies have, of course, been drawn between interregional and interna- 
tional trade—as is apparent from the title of Ohlin’s work°—but, 
partly because of the greater mobility of factors of production within 

* This article is based on a paper read at the Joint Seminar of the Regional Science 
Association and the American Statistical Association at Cleveland in December, 1956. 


Views expressed represent those of the individual authors and are not necessarily those of 
their associates in the Federal Reserve System. 


1. Norman N. Bowsher, Robert Einzig, and J. Dewey Daane, “Task Force Report on 
Interregional Flows of Funds and District Member Bank Reserves,” paper presented at 
Federal Reserve System Conference on the Interregional Flows of Funds, Washington, 
April, 1955. (Proceedings to be published.) 


2. Bertil Ohlin, Jnterregional and International Trade, Harvard Economic Studies, 
Vol. XX XIX (Cambridge, 1935). 
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a country and the existence of a common monetary unit, the signifi- 
cant role of the domestic banking system in the equilibrating process 
has been generally neglected. 

There is a close analogy between adjustments made by the bank- 
ing system in response to interregional flows of funds and the theo- 
retical equilibrating process of a smoothly functioning international 
gold standard. Within the nation, net interregional flows of funds 
generally take the form of shifts in member bank reserves and are 
normally processed through the Interdistrict Scttlement Fund of the 
Federal Reserve System. When commercial banks within an area 
face an adverse balance of clearings with the rest of the country, the 
Reserve Bank of the district is drained of gold certificates, represent- 
ing an equal drain of commercial bank reserves and deposits. Con- 
versely, commercial banks in an area gain reserves and deposits on a 
favorable balance of money flows. Under the fractional reserve sys- 
tem, primary losses or gains of deposits and reserves would lead to 
multiple swings in bank deposits within the region if the process of 
banks’ liquidating secondary reserves (or borrowing) outside the 
region to meet the primary losses (or adding to secondary reserves 
in the event of deposit and reserve gains) did not result in equilibrat- 
ing flows. Interregional flows of reserve funds and the banks’ adjust- 
ments to them, adjustments which serve as an equilibrating mecha- 
nism, are the points of departure for this paper. 


PATTERNS OF FLOws OF FUNDS 


The bulk of check or wire transfers of funds between regions is 
collected through the Federal Reserve System. In addition, virtually 
all other interregional payments, such as checks or wires which are 
collected through correspondents or in other ways, are ultimately re- 
flected in their net amount on the Reserve Banks’ books. Records of 
the Interdistrict Settlement Fund, adjusted to exclude transfers of 
funds by the United States Treasury and inter-Reserve Bank trans- 
actions, furnish a picture of the flow of commercial and financial pay- 
ments and receipts between each of the thirty-six head office and 
branch zones of the Federal Reserve System. Data on commercial 
and financial transactions reveal a number of definite patterns in the 
interdistrict movements in funds. These patterns may be viewed 
from the standpoint of a structural geographic pattern of flows or of 
specific seasonal and trend relationships between individual districts. 

An example of the geographic pattern revealed for a particular 
area is shown in Table 1, which presents Interdistrict Settlement 
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Fund clearings for 1953 between the two California zones (including 
large parts of Nevada and Arizona) and each of the other Reserve 
3ank or branch zones. Similar information is available (with one or 
two exceptions) for each of the thirty-six Reserve zones in the 
United States. 

Certain patterns in these data are immediately apparent. For in- 
stance, the California zones ran a net deficit on commercial and 
financial account with most areas of the United States outside of the 
South and West. The net surpluses with the latter areas may have 


TABLE 1 
INTERDISTRICT SETTLEMENT FUND CLEARINGS 
San Francisco and Los Angeles Zones, 1953 
(In Millions of Dollars) 














Receipts Payments 
from to Net 

Boston 1,489 1,513 -- 24 
New York 23,779 26,118 —2,339 
Buffalo... .. 106 285 — 179 
Philadelphia 890 1,041 — 150 
Cleveland... .. 605 796 — 191 
Cincinnati. . . 102 261 — 159 
Pittsburgh. . .. 1,143 1,282 — 139 
Richmond... 453 272 180 
Baltimore... .. 206 177 29 
Charlotte. . . 273 279 _ 6 
Atlanta...... 207 120 88 
Birmingham... . 74 88 — 14 
Jacksonville. . . 42 72 — 30 
Nashville. ..... 36 61 — 26 
New Orleans 170 192 — 22 
Chicago...... 4,587 5,571 — 984 
Detroit...... 501 825 — 323 
St. Lewls...... 1,850 1,951 — 101 
Little Rock. 39 34 5 
Louisville... .. 41 92 — 50 
Memphis. .... 144 56 88 
Minneapolis. . 464 434 30 
ES nw cevoe 159 86 74 
Kansas City.... 959 911 48 
Denver.... 540 566 — 25 
Oklahoma City. . 153 137 16 
Omaha........ 361 505 — 143 
2 1,284 988 295 
El Paso... 363 315 48 
Houston 406 284 122 
San Antonio.... 70 59 11 

Total outside District...... 41,496 FBS 45,371 —3,871 
Portland. 1,647 1,460 187 
Seattle . 2,337 1,626 711 
Salt Lake City 1,042 866 176 


Grand total. . 46,522 49 , 323 —2,797 
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been partially due to sales of cotton through these avenues of trade 
and to the fact that California is the principal distribution point for 
the rest of the Twelfth (San Francisco) District. 

Considering the United States as a whole, it appears from the 
commercial and financial data that what may be identified as “rural” 
areas normally lose funds on balance year in and year out to what 
may be termed “local financial centers” (i.e., the major “financial” 
Reserve Bank or branch areas outside of New York and Chicago). 
Most of these local financial centers in turn are drained of funds by 
the money market centers (New York and Chicago). Completing the 
circle, the money market centers have an “unfavorable” balance of 
transactions with certain “rural” areas. In general, there is a circular 
geographic pattern of net movement of funds which is clearly re- 
vealed by superimposing on a map of the United States the larger 
net flows between districts and zones. Both the complexity and defi- 
niteness in pattern of the over-all flows, including the flows out from 
the money centers, appear in sharp relief. 

Overlaying this circular geographic movement of funds are other 
clearly recognizable patterns, both in terms of seasonal and trend 
relationships between districts. In addition to an over-all seasonal 
pattern between each district and the rest of the country, specific 
seasonal patterns between individual districts are discernible in the 
data. For example, banks in both the Richmond and St. Louis Dis- 
tricts tend to lose funds through commercial and financial transac- 
tions in the spring and gain funds in the fall. In the Richmond Dis- 
trict, the pattern of flows with each of the other Reserve districts 
over a five-year period was examined, and rough seasonal adjustment 
factors were constructed.* 

Long-run relationships in these commercial and financial flows 
between districts are also readily identifiable from the data available. 
Banks in some of the Reserve districts or zones persistently gain 
funds from, or lose funds to, other areas via commercial and financial 
clearings. For example, the Richmond District has consistently lost 
funds on commercial and financial account to the Philadelphia, Chi- 
cago, St. Louis, Atlanta, and San Francisco Districts, and normally 
has drawn funds from the New York, Boston, Cleveland, and Minne- 
apolis Districts and, increasingly, from the Dallas District. 

In addition to the commercial and financial flows of funds, United 
States Treasury transactions affect bank reserves within each of 


3. “Task Force Report on Interregional Flows of Funds and District Member Bank 
Reserves,” op. cit., p. 57. 
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these regions. Since Federal Reserve Banks act as fiscal agents of the 
Treasury, as custodians for various public agencies, and as deposi- 
taries for the General Account of the Treasury, the internal records 
of the Reserve Banks contain a vast amount of original data on 
Treasury transactions. The data may be broken down for each district 
to show considerable detail on Treasury operations within a region, 
such as receipts from individual and corporate taxes, excise taxes, 
customs, debt sale, and deposits by government agencies, as well as 
debt reduction and total expenditures.‘ A breakdown giving some 
selected detail on Treasury receipts, expenditures, financing, and 
cash balances in the San Francisco District for the sample week is 
shown in Table 2. On the receipts side considerable detail is avail- 
able, but on the expenditure side there is no practicable way at 
present from the Reserve Banks’ records to break down the checks 
cashed by purpose, although such information presumably could be 
available to the Treasury. 

Again, certain geographic patterns appear in Treasury transac- 
tions. Some districts, apparently those which are primarily agricul- 
tural in character, typically have a net inflow of Treasury funds, 
whereas “industrial” districts have a net outflow. Furthermore, in 
each district—whether there is an inflow or an outflow—there usu- 
ally is an offsetting movement in commercial and financial trans- 
actions of about equal magnitude. Some of the possible factors 
accounting for this inverse relationship will be discussed later. 

When Treasury sources and uses of funds in a region are unequal, 
the result is a change in the Treasurer’s balance in that area. The 
balance consists almost entirely of funds either in Tax and Loan 
Accounts at commercial banks or in balances at the Reserve Banks. 
The deposits at the Reserve Banks may be in the form of either 
immediately available funds or deferred funds. The immediately 
available deposits are the only ones which influence member bank 
reserves. The increase in immediately available funds during the 
week ended October 13, 1954, for the San Francisco District (shown 
in Table 2) was $19 million. But the Treasury also transferred into 
the District $90 million from cash balances outside the District, the 
net of total transfers in on the “sources” side of $180.6 million and 
total transfers out on the “uses” side of $90.6 million. The result 
of both the increase in the Treasurer’s balance and of transfers into 
the District was a net inflow of $71 million to banks of the area. 

4. The technique used to achieve this breakdown is fully described in the Technical 


Appendix to “Task Force Report on Interregional Flows of Funds and District Member 
Bank Reserves,” op. cit. 














































sources 
Taxes and customs 
Withheld income 


and FICA. .. $ 4,003 
Other individual in 
come 3,309 
Depositary receipts. 14,718 
Corporate income 1,206 
Excise . . 2,424 
Customs 895 
Other and unidenti- 
fiable. . . 2,708 
Government agency 
deposits 
Bureau of Indian 
Affairs. 417 
Bureau of Land 
Management.... 354 
3ureau of Reclama 
tion... 61 
Bonneville 410 
¥  & 7,519 
FNMA . 3,389 
Forest Service 726 
Synthetic Rubber 
Coll.... : 208 
Postmasters’ de- 
posits 26,615 
General depositaries 33,954 
Miscellaneous 22 ,837 
Debt sale Met 
Bills. . . 84,877 
Savings bonds 11,194 


Transfers 


Miscellaneous 

Tax and Loan Account 
Call ; 111,520 
Receipts 20,420 
, ere a kwiw aie 


head office and branches 


. $ 29,263 


96 ,490 


96,071 


180,600 
11,347 
91,100 


TABLE 2 
UNITED STATES TREASURY TRANSACTIONS 
SOURCES AND USES OF FUNDS IN THE TWELFTH DISTRICT 
WEEK ENDED OCTOBER 13, 1954 
(In Thousands of Dollars) 


Uses 

Checks paid ee 
Postal money orders 

paid.. . 20,321 
Postal money orders p: Lic 1. 9 20,321 
Debt redemption. . 80,921 

Bills and Certificates $68, 024 

ES ane 343 

SS i ta as tas ee: 130 

Savings bonds...... 12,224 

Interest coupons... . 200 
Transfers...... oe ee ee 90 , 600 
Miscellaneous............... ; 15,518 


Change in Treasurer’s account 


Immediately available funds. .. . 19,142 j 
Deferred availability......... 634 
I Gla a octal $504 ,876 


Source: Daily transcript of account with United States Depositary, Federal Reserve Bank of San Francisco, 
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INTERREGIONAL FLows AND BANK RESERVES 


The flows on commercial and financial and Treasury accounts are 
typically the two largest factors affecting reserves of banks in a 
region. The detail on the flow data on these two important factors 
can be related to a regional monetary equation showing the major 
factors affecting reserves regionally. In this regional equation there 
are also the other, more familiar, factors affecting bank reserves, 
such as currency and float. 

Almost from the time of organization, the Board of Governors and 
the Reserve Banks have been measuring, presenting, and interpret- 
ing the major factors affecting reserves for all member banks in the 
nation. Such efforts, however, have resulted in a national monetary 
equation showing the sources and uses of reserve funds of all mem- 
ber banks in the country in the aggregate. Ordinarily, then, the 
factors affecting bank reserves are presented and analyzed only on 
a national basis. From the interregional flow data, however, it is 
possible to construct a series of monetary equations, one for each 
Reserve district, showing the major factors affecting reserves region- 
ally. This regional series may be telescoped into the national mone- 
tary equation. The regional monetary equations are presented in 
Table 3. For the country as a whole, the commercial and financial 
transactions net to zero (as do Treasury transfers of funds between 
the districts, not shown separately in the table). The total column 
shows the factors affecting member bank reserves nationally; these 
were computed independently of the district factors. 

From Table 3 it is apparent that in the week examined member 
banks in the nation as a whole were drained of $255 million of re- 
serves but that banks in two districts (Chicago and Richmond) 
gained reserves. The Richmond District gain primarily reflected 
Treasury transactions, a factor which absorbed funds nationally. In 
the Chicago District the increase was occasioned by large inflows 
of funds from other areas on commercial and financial account. 

Table 3, then, focuses on a previously neglected aspect of the fac- 
tors affecting reserves, namely, a regional breakdown of the national 
aggregates.” The major factors in this table can be further sub- 
divided to provide much meaningful information. On a national basis, 
for example, all Treasury sources and uses of funds can be grouped 
so as to show their impact on the Treasury factor affecting member 


5. The description of the construction of these original data, for both the twelve Re- 
serve districts and thirty-six zones, is given in the “Task Force Report on Interregional 
Flows of Funds and District Member Bank Reserves,” op. cit., pp. 16 ff. 
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bank reserves. In the week examined, the Treasury drained banks 
of $9 million of reserves, as shown in Table 3. Treasury cash and 
currency, unallocated factors in this presentation, added $9 million 
to bank reserves. Thus, all other Treasury operations must have 
absorbed $18 million of funds during the week. The origins of this 


TABLE 4 


SOURCES AND USES OF TREASURY DEPOSITS AT FEDERAL RESERVE 
(In Millions of Dollars) 


Signs Indicate Effect on Treasury Deposits 
Week Ended October 13, 1954 


Income (+) 
Individual income taxes. .... +142 
Corporate income taxes. . . +34 
Excise taxes........... : +325 
Estate and gift taxes. : + 12 
All other.......... + 84 
Total cash income + 597 
Expenditures (—) 
BI nnn cows 0 ' —627 
Foreign aid program..... ; =: — 92 
Veterans Administration... . . . — 59 
Interest on the public debt. . — 95 
All other. . ee he 5 —557 
Total cash expenditures. t — 1,430 
Net cash expenditures. . —833 


Net borrowing (+) 


Treasury bills. + 2 
Certificates of indebtedness. —- 1 
Treasury notes... . + 2 
Marketable gov ernment bonds — 3 
United States savings bonds — 84 
ee + 27 
Net cash borrowing. . a — 57 
—890 
Change in Treasury cash balances 
Less Treasury cash other than F. R. deposits: 
Tan end Loom Accounts... .......0..e008: ; . —972 
| ia ea Sir ene te eae + 64 
ba Sage ace in treasury cash balance . (other than 
ree rere —908 
Change in Treasury F.R. deposits.................. + 18 


Source: Computed from figures in the Daily Statements of the United States Treasury. 


$18 million gain in deposits of the Treasury at the Reserve Banks 
are presented in Table 4. 

All of this detail on the national Treasury factor, except the 
breakdown by purpose of expenditure, can be obtained for each of 
the thirty-six Reserve Bank head office and branch zones. For ex- 
ample, the $71 million net inflow to the San Francisco District on 
Treasury account shown in the regional factors table (Table 3) was 
shown in greater detail in Table 2. 
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The commercial and financial transactions factor total for each 
district also can be broken down vis-a-vis all other districts (or the 
thirty-six head office and branch zone areas). The commercial and 
financial transactions factor for each district used in the regional 
factors table is broken down in terms of flows with each other dis- 
trict in Table 5 and can similarly be broken down in terms of flows 
with each other branch area. These data are the net flows between 
districts or branch areas, but gross flow data are also obtainable. 

From the point of view of an individual bank, the interdistrict 
flow of funds appears as an increase or decrease in deposits and 
reserves. Since banks keep reserves amounting to only a fraction of 
their deposits, an outflow of funds, reducing both reserves and de- 
posits in equal magnitude, requires the individual bank to make 
some adjustment in order to maintain legal reserves, such as selling 
short-term securities, drawing on cash balances, or borrowing tempo- 
rarily. 

Analysis of the factors affecting bank reserves regionally throws 
some light on the adjustments. Table 6 presents the factors affecting 
member bank reserves for the year 1955 by regions from two view- 
points: the over-all system of banks approach, given the name 
“macro”; and the aggregation of individual member banks approach, 
called “micro.” In the latter approach, the first item, deposits, can 
be termed “autonomous” flows because the banker has relatively 
little control over them. (Loan changes in this analysis are sub- 
tracted from deposit changes since derivative deposits created by a 
loan expansion within an area are different from flows of funds into 
or out of the area, although in a very small area deposits created by 
loans tend to flow out.) The remaining items, investments, cash, and 
borrowings, are arranged according to the banker’s ability to alter 
the composition of his balance sheet, and these are primarily “equili- 
brating” flows. The equilibrating changes in these latter items are 
made in response to the autonomous movements, as the individual 
banker views them, in primary deposits.® 

These responses of bankers partially explain the short-run offset- 
ting behavior of Treasury transactions and commercial and financial 
transactions. If, for example, there is a substantial increase in de- 
posits in a particular district as a result of the Treasury’s spending 
more funds than it collects from all sources in that district, bank 
deposits will increase. But this autonomous inflow of funds on Treas- 

6. A discussion along these lines was presented by Dr. Hobart Carr, formerly with 


the Federal Reserve Bank of New York, at the Federal Reserve System Conference on 
the Interregional Flow of Funds, Washington, April, 1955. 
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ury account will probably lead the banks to set up an equilibrating 
outflow on private financial account. Examples of such outflows are 
selling federal funds, building up correspondent balances, or pur- 
chasing securities—all outside the area. On the other hand, a large 
favorable balance of transactions on private account may set up ap 
offsetting flow on Treasury account, such as banks’ using the funds 
to buy new Treasury security issues. Then, too, within each of these 
factors the commercial banks may set up equilibrating flows, causing 
a decrease in the net imbalance attributable to either Treasury or 
commercial and financial transactions. Of course, other responses are 
touched off in the non-banking sector of the economy which also 
cause equilibrating flows of funds; but these income, price, and terms 
of trade changes are so familiar from international trade theory that 
description here seems unnecessary. 

The necessity for any bank to be in a position to meet readily all 
demands for funds which may be made upon it requires that the 
bank keep in a relatively liquid position. It is through altering their 
liquidity or secondary reserve positions that banks provide, regard- 
less of how they themselves view their function, an equilibrating 
mechanism for short-run fluctuations in interregional transactions. 

The longer-run tendency of a particular region to gain or lose 
funds on Treasury or commercial and financial account is bound up 
with its economic structure. If it is an aiea which has a large net 
inflow on current account it will generally have a large outflow on 
Treasury account, as described above in the short-run analysis. But 
the reason for its characteristic loss or gain on a particular account 
is more fundamental than the short-run offsets between the two 
accounts. 


ANALYTICAL USES OF THE INTERREGIONAL 
MoNEYFLOwWS DaTA 


Most of the present knowledge and analytical use of the factors 
affecting bank reserves is related to the national monetary equation 
showing the over-all factors affecting reserves nationally. Such an 
aggregate of diverse data may conceal as much as it reveals. The 
national monetary equation becomes more meaningful if it is sup- 
plemented by the regional monetary equations. For example, in re- 
cent years there has been ample evidence that in assessing the signifi- 
cance of excess reserves for monetary policy their distribution may 
be as important as their magnitude. Banks in one area have been 
under pressure for funds while banks in other regions have enjoyed 
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comfortable reserve positions. Although the growth and the develop- 
ment of the federal funds market has undoubtedly increased the 
fluidity of reserve funds—the commercial banks now may adjust 
their reserve positions closely by this method, as well as by use of 
Treasury bills or borrowings at the Reserve Banks—it would be 
unusual if the pressures on bank reserve positions were uniform in 
all parts of the country. The twelve-district factors analysis provides 
a clear picture of the diversity of pressures on reserve positions on 
a district-by-district basis throughout the country. 

Disaggregation of the factors affecting reserves by regions not 
only makes possible a more meaningful, causal interpretation of the 
national monetary equation but highlights some of its possible inter- 
pretive weaknesses in short-run causal analysis. For example, it is 
customary to assume that an addition to monetary gold stock adds 
immediately an equivalent amount to bank reserves. In practice, 
however, the procedure usually involves, in the first instance, off- 
setting changes in the “exchange stabilization account” and in “for- 
eign deposits” on the books of the Federal Reserve Bank of New 
York without any immediate effect upon reserves. Similarly, the float 
figure in the national monetary (reserve) equation is in part a 
Treasury factor since the Treasury receives credit on a time sched- 
ule, and the effect of uncollected Treasury items on member bank 
reserves is included in Federal Reserve float. Again, the open-market- 
operations factor nationally is not completely accurate since pur- 
chases and sales of securities are carried at par; another minor in- 
accuracy is the present treatment of bill run-offs from System Ac- 
count which results in a reduction of the Federal Reserve credit item 
but not bank reserves as per the monetary equation. A weakness in 
the regional monetary equation with respect to miscellaneous factors 
affecting reserves applies also to the national factors analysis, name- 
ly, including Reserve Bank earnings on Treasury securities in the 
miscellaneous factor causes this factor to appear as a subtraction of 
reserves except when the Reserve Banks transfer earnings to the 
Treasury. 

As indicated, the regional monetary equations have been made to 
conform to the national monetary equation. There is no intent to 
imply that these conceptual weaknesses in either the regional or 
national monetary equations invalidate their usefulness, but study 
of the regional equations does serve to raise questions as to the 
desirability of possible further adjustments of the natioral equation 
to permit a more accurate causal interpretation. 
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An equation showing the factors affecting member bank reserves 
regionally also provides a clearer picture of the nature of commercial 
banking than a summary on a national basis. The flows of funds 
into and out of a commercial bank are huge; each month the typical 
bank cashes more checks, in dollar amount, than it averages in total 
deposits. This dynamic nature of commercial banking tends to be 
overlooked by the student who obtains his knowledge of banking 
only from consolidated condition statements and the factors affect- 
ing bank reserves in the aggregate. These continuous movements of 
funds through commercial banks, as checks and other transit items 
are cleared, directly or ultimately affect bank reserves. To most 
commercial bankers by far the greatest factor affecting their reserve 
and other cash position is their clearings. A regional factors analysis, 
by measuring the interregional flows of funds affecting bank reserves, 
forces the analyst to consider banking in better perspective—as a 
continuous flow rather than as a series of static condition statements. 
Grouping the factors affecting reserves on a national basis nets out 
all of these interbank flows. 

Another important analytical use of the interregional moneyflows 
data may be found in the detailed information obtained on Treasury 
receipts and expenditures. This information distinguishes between 
current, debt, and cash transactions and yields considerable detail 
on the character of receipts. The detail on the character of receipts 
may be used to appraise better the nature of Treasury operations in 
a region and the basic structure of, and developmental changes with- 
in, that region. 

To illustrate, the breakdown of taxes into various categories ap- 
pears immediately useful, as is some breakdown of government agen- 
cy deposits. There are, for example, certain states within the Twelfth 
(San Francisco) District where a large volume of funds is collected 
from the use of federal timber lands or from the sale of water or 
power. These collections may be sufficient to contribute to an ex- 
planation of an outflow of funds on Treasury account—as may be 
the case in Oregon. The breakdown by agency is also valuable as a 
source of miscellaneous, current information. In the week for which 
the analysis was made, for example, the figures provide some infor- 
mation as to the payoff of CCC loans on cotton and wheat, total 
imports from abroad, and the proceeds of sales of FNMA mortgages. 

An important use to which these Treasury data might be put 
would be as indicators of current levels of income, employment, and 
business activity within the areas, particularly when data for more 
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years have been compiled so that comparisons may be made with 
prior periods. This is most true for collections of taxes, some of 
which are closely geared to current levels of income or employment. 
The volume of excise tax collections in particular areas may con- 
tribute to current information on particular industries and in others 
the customs collections may prove similarly useful. In al! areas cur- 
rent information on the collection of individual income taxes should 
be useful as another element in understanding the current business 
situation. 

The relation between sale of government debt and its redemption 
within particular areas is also available on a current basis from these 
data. The current availability of these facts in convenient form 
should assist in the analysis of changes in the portfolios of district 
investors and of their evaluation of the business and credit situation. 
Individual issues sold or redeemed can be easily identified and 
these purchases or redemptions separately classified by relatively 
small geographic areas. The sale or redemption of savings bonds is 
similarly currently available by areas and these data may offer a 
variety of uses to the extent that movements in them are a reflection 
of changing attitudes or incomes. Another similar possibility is that 
there may be a close relationship between bank reserve changes 
resulting from Treasury transactions and the bids for Treasury bills 
by banks. In this field, as in others, the availability of basic data 
on a current basis opens up as many uses as the desire to pursue 
further research affords. 

Perhaps even more important than the useful information on the 
nature of Treasury receipts and expenditures in a district is the fact 
that the immediate impact of Treasury operations on bank reserves 
in a given district can be isolated and then appraised further in terms 
of these underlying operations. As indicated, the regional Treasury 
sources and uses-of-funds breakdown (Table 2) can be related to 
the changes in the Treasurer’s general account and tied directly to 
the Treasury transactions factor in the regional elements analysis 
(Table 3). The conceptual nature of this factor has been one of the 
weaknesses in previous attempts to use the regional factors affecting 
reserves for analytical purposes; the additional information obtained 
on the underlying transactions can serve to contribute to an inter- 
pretation of this factor regionally. 

Similarly, the geographic data on the moneyflows and, specifically, 
the discernible patterns in these flows which have been reviewed 
logically provide a basis for further study and analysis of the “why” 
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of these continuous interdistrict movements of funds.’ These con- 
tinuous net flows in one direction between specific areas may reflect 
structural relationships or other factors, such as Treasury transac- 
tions, which result in an ultimate inflow or outflow on commercial! 
and financial account; changes in these flow patterns may reflect 
developmental factors and growth factors which can be studied 
through the relationships revealed by the data. In any case, further 
study of the interdistrict linkages apparent in the empirical data 
constructed on a twelve-Reserve-district or thirty-six-Reserve-area 
basis would be a step in the direction of remedying a recognized gap 
in our knowledge of the financial structure of and relationships with- 
in the economy. The net result would be a better understanding of 
the various Reserve regions and their interrelationships. 

Professor Dorfman has pointed out in reviewing the usefulness of 
the input-output technique that: 

In focusing our attention on the objectives of input-output and the extent to 
which they have been achieved we have done scant justice to one of its most valu- 
able products, the vast amount of organized empirical knowledge concerning the 
interrelations of industrial sectors which has been obtained. A storehouse of data 
now exists telling us where the products of various industries go and where their 
raw materials come from. We are beginning to learn more about the capital re- 
quirements of production and even about that well-tilled field, empirical produc- 
tion functions, than was ever before available. In short, input-output analysis pro- 


vides a much-needed framework for gathering and understanding data about our 
industrial economy.® 


The same conclusion holds true for interregional moneyflows. The 
regional factors analysis provides a much-needed framework for 
gathering and understanding data about the regional Federal Re- 
serve districts and their interrelationship. To the extent that a geo- 
graphic sectoring of the moneyflows can be accomplished, more 
knowledge will result as to the internal workings of the economy. 
Increased understanding of the financial flows and regional inter- 
relationships may possibly be related to the more effective formula- 
tion and implementation of monetary policy although we would 
certainly caution against excessive optimism on this scene. With re- 
spect to open-market operations, for example, the assumption is 
generally made that they have pervasive effects throughout the entire 
economy—that reserves put into the central money markets (New 
7. For example, in a recent issue of the Oregon Business Review (November, 1956) 


these Federal Reserve data are used to make an interesting analysis of the pattern of 
Oregon trade. 


8. Robert Dorfman, “The Nature and Significance of Input-Output,” The Review of 
Economics and Statistics, XXXVI (May, 1954), 132 
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York or Chicago) will automatically and promptly flow throughout 
the economy. Within the past several years, however, periods of 
contrasting money-market tightness and ease outside the money 
markets have served to increase doubts as to the immediate perva- 
siveness of open-market operations. Even the small amount of 
regional moneyflows data constructed to date can be used to dem- 
onstrate that open-market operations do not reach into all Reserve 
areas uniformly at any given time. There is no apparent immediate 
or short time-lag correlation between substantial open-market opera- 
tions and flows to or from New York on commercial and financial 
account with other districts; in fact, the effect of open-market opera- 
tions may be submerged in or blunted by the much more sizeable 
other moneyflows affecting reserves. For example, in the spring of 
1953 large inflows of funds resulted in the Dallas and Atlanta 
Districts actually gaining “free” reserves despite a System credit 
policy of general restraint; in fact, the two districts’ over-all “free” 
reserve positions were larger than in the latter part of 1953 when 
the System was shifting to a policy of active ease. 

Analysis of the regional factors affecting reserves may have fur- 
ther application to the timing of open-market operations. Present 
projections of the major factors affecting reserves in the aggregate 
do not accurately reflect reserve pressures related to the distribution 
of reserves. Commercial and financial flows and Treasury transac- 
tions are the primary factors affecting the distribution of reserves; 
increased knowledge of these flows could conceivably be of assistance 
to monetary management. 

With respect to the discount rate, in the past few years there have 
been two periods of differentials between Federal Reserve districts 
which could be examined in the regional moneyflows framework. 
What happened in these periods? Did raising the “bank rate” suc- 
ceed in attracting “foreign” short-term funds to the higher-rate dis- 
tricts? Were there any more lasting developments set into motion? 
Fragmentary interregional flow data on the period of differentials in 
the fall of 1955 indicate that banks in the higher-rate district experi- 
enced a sharp drop in Federal Reserve borrowings and offsetting 
inflows on commercial and financial account from certain other 
districts. 

As to reserve requirements, the unevenness of the banking sys- 
tem’s response to the easing actions in the summer of 1954 is well 
known. Studies of the response to the reduction in requirements, 
however, have been directed toward examining the use or non-use of 
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reserve funds released by reviewing changes in commercial bank 
portfolios without reference to the additional factor as to how com- 
mercial bank portfolios were then being affected by the flow of funds 
independent of the reduction in reserve requirements. Here again, 
additional knowledge obtained from the interregional flow data 
might sharpen studies of the response mechanism. 

A broader area of possible analytical use is in the application of 
the study of the interregional flows of funds to the analysis of busi- 
ness cycles. Although business fluctuations affect the entire economy, 
the magnitude and timing of these fluctuations vary from area to 
area. Regional moneyflows data may contribute to answering such 
questions as to how the structure of the economy changes during 
the cycle, how the initial impulses are transmitted from region to 
region, how the economic structure of an area affects its cyclical 
position, and so on. Since the data are also quite current, there may 
also be an immediate contribution to understanding current business 
conditions, both nationally and within smaller areas. 

In addition, regional moneyflows data may render assistance in 
the construction of a system of interregional accounts analogous to 
an international system of accounts. The analogies previously have 
been slighted or inadequately treated because of a lack of knowledge 
of interregional moneyflows. Yet, there are many encouraging av- 
enues of research that seem to offer hope of whittling away at this 
“hard core” of unexplained flows. As more data become available 
on the structure of interregional moneyflows and as more work is 
done on breaking down the commercial and financial component, 
the analogy with international accounts may be further exploited. 
Currently, the Federal Reserve System is studying the movement of 
federal funds and related transactions between districts; this should 
throw much light on the financial component. Even without a com- 
plete breakdown, however, the interregional moneyflows data add 
to understanding of the mechanism of the short-run adjustment of 
the balance of payments between regions. Over time this may be 
expanded so as to throw light on the process of economic develop- 
ment and problems associated with both development and short-run 
adjustment, domestically and internationally. 

We have now come full circle. We began with an international 
trade analogy, and we end with one. Certain analytical uses of the 
interregional flow of funds data have been outlined, but many areas 
for further research remain. This research should not be limited to 
Reserve System technicians, and it is our hope that these data may 
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be used more widely. As stressed by Ralph A. Young, director of 
the Division of Research and Statistics at the Board of Governors 
of the Federal Reserve System, in an address at the recent joint 
International Monetary Fund-Bank meetings: 


While monetary and financial research is a prime responsibility of a central 
banking system, it is also an activity of other government agencies, of universities, 
of financial and business institutions, and of independent scholars. A central bank, 
being at or close to the source of flow of much economic information, has a re- 
sponsibility to make data available in well-ordered form for other users—in return 
for which it gets the benefit of their outside studies and criticism. Furthermore, the 
data supplied will make their greatest contribution if they are organized in advance 
with a view to general analysis rather than narrowly to monetary analysis.® 


9. Ralph A. Young, “The Federal Reserve Flows of Funds Account,” address before 
the Eleventh Annual Meeting of the International Monetary Fund and the International 
Bank for Reconstruction and Development, Washington, September 25, 1956 (Press Re- 
lease No. 11). 


PUTS AND CALLS: A FACTUAL SURVEY 


CHARLES B. FRANKLIN AND MARSHALL R. COLBERG* 
University of Florida and Florida State University 


THE MARKET for Put and Call options on stocks is a relatively un- 
publicized, but not unimportant, American financial institution. Al- 
though the use of such options has been increasing, little reliable 
up-to-date information is available on the subject. Pamphlets pub- 
lished by Put and Call brokers provide a general picture of their 
nature and uses, some textbooks have brief descriptions, and some 
articles have appeared on the subject in financial publications. These 
are seriously incomplete, however, and often misleading in some 
respects. The main purpose of the present article is to give a rather 
detailed description of the present-day market for Puts and Calls, 
the information having ben secured chiefly from recent interviews 
with leading Put and Call brokers in New York City and Securities 
and Exchange Commission officials in Washington, D.C. In addition, 
a preliminary statistical investigation of option pricing will be de- 
scribed and some appraisal of the usefulness of these options will be 
made. 


NATURE OF PuTs AND CALLS 


A Put in the stock market is an option contract in which the pur- 
chaser or holder has the right to sell a specified number of shares 
(usually one hundred) at a fixed price within a specified period of 
time. A Call gives the holder the right to purchase a specified number 
of shares (also usually one hundred) at a fixed price within a speci- 
fied period of time. The corresponding obligation of the seller 
(maker) of a Put option is to buy the stock at the specified price if 
the option holder chooses to “put” it to him. The maker of a Call 
contract has the responsibility of selling the stock at the specified 
price if the option holder chooses to “call” it from him. Thus the 
buyer of the option pays for the privilege of possibly being able to 
sell the stock at a higher price than its market value or to buy stock 
at less than its market value, while the option seller is paid for the 


* The authors are indebted to the Research Council of Florida State University for a 
grant which made possible the interviews on which this paper is largely based. 
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risk that he may be forced to buy stock at a price above the market 
value or to sell stock at less than its market value. 

A “Straddle” is a simultaneous Put and Call on a given stock at 
the same price. The buyer of the Straddle acquires the option of 
either selling or buying the stock at the market price existing at the 
time the option contract was made, while the maker of the Straddle 
incurs the corresponding contingent legal obligation of either buying 
or selling the stock or, if both parts of the option are exercised, of 
both buying and selling the stock during the period for which the 
options are valid. “Spreads” are similar in nature to Straddles except 
that the specified selling and buying prices are not the same. The Put 
price is below the current market price of the stock while the Call 
price is above the going market price. This makes the selling price of 
a Spread lower than that of a Straddle, with the price differential de- 
pending greatly on the number of “points away” from the market 
price at which sale and purchase of the stock can be made. Little use 
is made of Spreads, but Straddles are popular. 


THE BROKERS 


Practically all of the Put and Call business in the United States 
is handled by about twenty-five option brokers and dealers located in 
New York City. These brokers operate through an association. All 
the contracts in which they deal are guaranteed or indorsed by mem- 
ber firms of the New York Stock Exchange. This indorsement guar- 
antees the performance of the contract and makes options negotiable 
bearer instruments. The owner of the option may sell to anyone he 
chooses and the terms of the option remain unchanged. The pur- 
chaser of the option is not required to know anything about the 
maker of the option or about his financial standing because of this 
indorsement. Put and Call options can be bought and sold through a 
local broker, or one may place an order directly with a Put and Call 
broker. 

Some of the mystery surrounding dealings in Puts and Calls stems 
from the absence of published price quotations for this market. Al- 
though some Put and Call prices are published in the New York 
Times, the New York Herald Tribune, and the Wall Street Journal, 
the quotations are usually “away from the market” and, further- 
more, are not firm offers, but only invitations to bid. Options adver- 
tised in the newspapers for sale are usually brokers’ surplus Puts and 
Calls resulting from their disposition of either the Put or the Call 
side of a Straddle. That is, a broker who has an opportunity to sell a 
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Call may instead acquire a Straddle on favorable terms. He then sells 
the Call and is left with a surplus Put which he may advertise for 
sale. It is possible to be placed on the mailing list for quotations on 
Puts and Calls “at market,” but these again are not firm offers. An 
individual may find them useful for purposes of comparison, but in 
order to determine the actual market price, it is necessary to make an 
inquiry either directly to a Put and Call broker in New York or 
through a local stock broker. 


THE SELLER OF OPTIONS 


Options can be, and sometimes are, sold by small investors. Most 
Puts and Calls originate, however, with large individual stockholders, 
particularly those who hold a “continuous portfolio.” Such stock- 
holders are in a position quickly to write most of the options for 
which a demand may arise because they are able to furnish stock 
which may be called for and to purchase stock which may be put to 
them. Institutional investors in stocks participate in writing options, 
but not to a large extent. In part this lack of participation probably 
stems from conservatism and a lack of information of the options 
market on the part of portfolio managers. 

According to brokers, regular option writers can realize from 16 to 
18 per cent per year on funds devoted to the sale of Puts and Calls. 
The actual average is not ascertainable by the authors from available 
information, but when it is considered that the average ninety-day 
Call retails for about 10 per cent of the price of the stock, and the 
average six-month and ten-day Call sells for about 15 per cent of the 
price of the stock, typical percentage earnings can be seen to be sub- 
stantial. Calculation of such average earnings is complex because an 
“opportunity cost” is involved which must be deducted from gross 
returns to option sellers. That is, the seller of a Put will be deprived 
of the opportunity of acquiring stock at a lower market price when 
it is put to him at the higher price specified in the option. The seller 
of a Call which is exercised loses the opportunity of making a capital 
gain which would otherwise have existed. In order to compute the 
actual average percentage return to options writers for any past pe- 
riod it would be necessary to deduct these opportunity costs. This 
would require extremely detailed price information and the use of 
rather moot assumptions as to what would have been done had op- 
tions not been sold. There is, of course, no certainty that future 
earnings would be similar to past earnings, especially because of the 
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unpredictability surrounding the option seller’s alternative opportu- 
nities. 

A seller of options may be long, short, or have no position in 
stocks. For the most part, the options brokers recommend that if a 
potential seller has no position he acquire one by selling Puts. If the 
stock is not put to the writer he can continue to write Puts. These 
will provide him with income, but if they are not exercised it is like- 
ly that it is because the stock is increasing in market price and that 
the potential investor will eventually have to pay a higher price by 
deferring his purchase. Once the stock is put to the option seller he 
can sell a Call against his newly acquired long position. Alternatively, 
he may sell a Straddle if he is in a financial position which would 
permit him to acquire additional shares which might be sold to him 
under such an option. If stock is put and not called while the Strad- 
dle is in force the option maker will then be long on twice the original 
number of shares and then may sell two Calls. If, instead, the Call 
side only is exercised, the option maker will no longer have a position 
in stock so he may well decide to sell Puts until he again acquires a 
long position. 

If both sides of the Straddle are exercised (which will happen only 
if the stock both falls below and rises above the price which existed 
when the Straddle was made) the option writer may sell another 
Straddle. Usually options will provide for purchase or sale of stock 
at the market price in force when the option is written, but they may 
be sold “away from the market” at lower prices. In addition, an op- 
tion writer in a sufficiently strong financial position may decide to 
sell against the same position when an option has partially expired 
but has lost so much value to the purchaser as to be virtually unexer- 
cisable. For example, if the option writer were long on a stock and 
had sold a Call which had not yet expired but which would probably 
not be exercised due to a decline in the market price of the stock, it 
might appear to be quite safe to sell another Call against the same 
shares. (The stock broker indorsing the second option sale would 
have to be assured that the protection against the possible exercise of 
both Calls was sufficient. ) 


THE BUYER OF OPTIONS 


Since no reports are required by, or rendered to, the Securities and 
Exchange Commission on this subject, and since brokers and dealers 
in Puts and Calls are likely to guard closely the source of their busi- 
ness, one may only speculate as to the geographic location, financial 
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size, and other characteristics of the purchaser of options. However, 
an examination of available information permits some inferences re- 
garding the nature of the purchaser. 

Some brokers maintain that the real economic function of options 
is to provide protection against loss of value of stock through a hedg- 
ing operation. This hedge can be effected by an investor or speculator 
who is long on a stock through the purchase of a Put; one who is in a 
short position on a stock may hedge through the purchase of a Call 
on the same stock. The possible loss of the first man is limited to the 
cost of the Put option and the possible loss of the short seller is 
limited to the cost of the Call. If most purchases of options were for 
protection of this sort there would probably be many more Puts sold 
than Calls because many more people are in a long position than in a 
short position.’ This is not the case. In fact, during most periods the 
volume of Calls traded is several times that of Puts. 

An additional clue to the identity of the purchaser is to be found 
in the volume and content of advertising placed by Put and Call 
brokers and dealers. Most of this advertising is designed to reach the 
potential buyer of Puts and Calls, although a small part is slanted to 
bring in new sellers. This would seem to be a paradox, since the deal- 
ers are disposed to state that the market for options originates from 
the demand of buyers who are anxious to secure protection against 
adverse price movements in the stock market. 

The evidence indicates, therefore, that Puts and Calls are bought 
mainly for speculative purposes. Usually the options themselves are 
not the main vehicle in speculation; instead, actual purchases and 
sales of stocks ordinarily take place when options are worth exercis- 
ing. Their use permits speculation with limited capital, with the 
potential loss restricted to the cost of the option plus commission 
and taxes. This inference is consistent with the remark of one veteran 
broker, as reported by Barron’s, that speculation accounts for prob- 
ably 80 per cent of option trading.” It appears that the emphasis 
usually placed by the Put and Call brokers on the “protection” 
which can be afforded by the use of such options is designed to secure 
for the trade the public acceptance generally enjoyed by commodity 
hedging and by many types of insurance. 

As a general rule it is probably true that options are too expensive 

1. This conclusion does not follow with certainty, however, since it is possible that 


those who sell short are more anxious to protect themselves from loss or are more fa- 
miliar with options than the typical investor who is long on stocks. 


2. “Puts and Calls, An Old Investment Technique Wins New Popularity,” Barron’s, 
XXXV, No. 36 (September 5, 1955), 13. 
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to purchase frequently for protection against either a long or short 
position. Stop-loss orders placed below or above the market provide 
a similar sort of protection without expense. If conditions affecting 
the stock market are unusually uncertain, or if a particular stock in 
which an interest is held is particularly volatile, the purchase of a 
Put or Call may be worthwhile. This is especially true when the in- 
vestor does not wish to make frequent decisions with respect to buy- 
ing and selling stock. A wealthy widow with substantial stockhold- 
ings, for example, may not wish to be “stopped out” of the market 
whenever her securities decline a few points in price since this will 
require frequent “agonizing reappraisals” of her holdings. If, never- 
theless, she is fearful of a stock market crash, the purchase of a 


rather long period Put will provide protection without much super- 
vision. 


QUANTITATIVE IMPORTANCE OF PUTS AND CALLS 


Members of the Put and Call Brokers and Dealers Association regu- 
larly report the volume of transactions in these options to the Securi- 
ties and Exchange Commission. (Price information is not fully re- 
ported to the SEC, however.) Table 1 shows the yearly volume of 
Puts and Calls traded from 1939 through 1955, the quantity being 
measured by the number of shares on which options were written. 
Total shares traded on the New York Stock Exchange are also shown 
and the percentage of Puts and Calls to total shares traded is com- 
puted. The calculation is not strictly valid since some stocks on which 
options are written are traded on the other exchanges; the volume of 
such stocks, however, is rather small. 

The volume of Puts and Calls traded was considerably higher in 
fiscal year 1955 than in any previous year, increasing even more 
rapidly than the volume of stock traded. Compared with the volume 
of stock bought and sold, Puts and Calls appear to have been used 
about twice as much in the year ending June 30, 1955, as in the 
1938-39 period. Actually, the importance of Puts and Calls has in- 
creased in greater measure than this because of the pronounced shift 
to longer-term options during the period. This shift is visible in 
Table 2. Data in this table are not continuous because they are not 
available for all years. 

It can be seen that seven-day options have disappeared and that 
thirty-day options, once the traditional trading medium, are now 
rare. Options of sixty- to ninety-day duration are popular, but are 
being replaced to some extent by options of more than ninety-day 
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duration. Durations of six months and ten days are now quite popu- 
lar, the period being designed to take advantage of the capital gain 
provisions of the federal income tax law.* 


TABLE 1 
TRADING IN PUTS AND CALLS AND STOCKS 
1939-55 
Puts and Calls 
Puts and Calls Traded as Percent 
Year Ending Traded* Stock Tradedt age of Stock 

June 30 (Thous. Shares) (Thous. Shares) Traded 
1939 1,320 321,831 0.41% 
1940 1,222 384, 239 0.32 
1941 965 196,076 0.49 
1942 747 211,504 0.35 
1943 1,197 315,222 0.70 
1944 1,319 306 , 683 0.43 
1945. 2,040 429 447 0.47 
1946 2,t30 516,093 0.42 
1947 1,090 391 , 599 0.28 
1948 1,664 387 , 568 0.42 
1949 1,333 322 ,449 0.41 
1950 1,946 204,112 0.95 
1951 3,242 324,756 1.00 
1952 3,157 223 ,000 1.41 
1953 3,045 431,821 0.70 
1954 2,550 339 ,327 0.57 
1955 5,540 694,258 0.80 


* Unpublished data of the Securities and Exchange Commission. 


t Annual Reports of the Securities and Exchange Commission (Washington, D.C.: 
Government Printing Office). 


First 
Six Months 
1938 
1940 
1942 
1944 
1955 


TABLE 2 


SALES OF OPTIONS OF VARIOUS DURATION AS 


7-day 


Options 


14.7% 
3.9 
0.9 
1.1 

None 


30-day 
Options 


45.2 
20.2 


70.5% 
2 


PERCENTAGES OF TOTAL OPTION SALES* 


60-90-day 
Options 
14.8% 
36.9 
53.9 
78.7 
50.0 


* Unpublished data of Securities and Exchange Commission. 


OptTION ARBITRAGE 


Ov 


er 90-day 
Options 
None 
None 
None 
None 
44.6% 


Because of the fact that over a considerable period the demand for 
Calls has far surpassed the demand for Puts while the supply of both 
types of options has been approximately equal, there has developed 
over the past fifteen years a specialized operation known as “conver- 


3. The income-tax situation with respect to options is interesting. However, no attempt 
will be made in this paper to describe the tax law because of its complexities and the 
likelihood of error due to amended interpretations by the Internal Revenue Service. 
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sion” or “option arbitrage.” This is a rather complex operation about 
which little is believed to be known except by those in the trade and 
the options specialists in the Securities and Exchange Commission. 

Suppose a broker has a chance to sell a ninety-day Call on one 
hundred shares of some stock for $475, and that he would have to 
pay $450 for such a Call. At the same time, however, he may be able 
to buy a Put of similar duration on the same stock for $350. The 
broker may then simultaneously sell the Call (which he has origi- 
nated), buy one hundred shares of the same stock (in order to be 
able to deliver on the Call), and buy the Put (to protect his position 
in the stock). Let us assume that a price of $60 a share for the stock 
applies to all of these transactions. 

If during the currency of the options the price of the stock should 
decline to $55, the owner of the Call will not exercise it and, as the 
option approaches maturity, the broker puts the stocks to the writer 
of the Put at a price of $60. The broker has protected himself at a 
cost of $350 spent on a Put and has collected $475 for the Call which 
a customer wanted. The larger the spread between Put and Call 
prices the greater his arbitrage profit will be. 

Suppose, instead, that the stock rises to $65 during the option 
period and that as a consequence, the stock which he has acquired is 
called away from the broker. His net cost is again only $350, the cost 
of the Put, if we disregard other fees and taxes connected with the 
transactions. The broker does not exercise the Put, but it has been 
available for use in the event of an otherwise dangerous decline in 
the price of the stock. 

Many of the Put and Call brokers prefer not to, or are financially 
unable to, originate options and, consequently, do not engage regular- 
ly in the sort of arbitrage operations described above. This has led to 
the development of the “conversion house.” Such a firm is a member 
of the stock exchange and is also better able financially to carry the 
necessary securities. Most of the conversion business is placed with 
a single firm. The specialist in conversion performs this service at a 
fixed rate of interest (6 per cent at the time the interviews were 
made). 

Suppose that a Put and Call broker has an opportunity to sell a 
Call at a certain price and that he does so, filling the order through 
purchase of a Straddle which he is able to secure on favorable terms. 
He now has a surplus Put. The Put and Call broker has two choices 
in regard to this Put. He may either hold it and advertise it for sale, 
or he may convert it into a Call for which there is a present demand. 
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The second choice may be the more desirable for a broker with 
limited funds. 

Put and Call brokers may not desire to convert if they have suffi- 
cient financial resources to finance an inventory of surplus options. 
Most surplus options arise through the purchase of a Straddle and 
subsequent sale of only one side to a customer. According to brokers, 
this is the only manner of consequence in which an inventory of op- 
tions comes into the hands of the typical broker. However, another 
possibility exists. Since options are negotiable instruments, a broker 
often has an opportunity to buy an option at a favorable price. The 
owner of the Put or Call may have lost interest in it because the 
situation for which he purchased it no longer exists, or because an 
anticipated market movement did not take place. Prior to the expira- 
tion date he may sell the option back to the Put and Call broker pro- 
vided the latter sees an opportunity to dispose of it profitably, either 
directly or through conversion. 

Option arbitrage can be carried on also by an individual investor 
of sufficient financial standing. Suppose he feels that there is an un- 
duly large difference between the asking price for a Put and the bid 
price for a Call on the same stock, the Call price being the higher. If 
he does not already own the stock he can purchase it and then sell the 
Call. Simultaneously, he buys the Put in order to protect himself 
from a decline in the market price of the stock during the period for 
which he must hold it in case it is called for. His arbitrage profit is 
the difference in price between the Call and the Put minus commis- 
sions and taxes on the necessary transactions. Thus conversion may 
be performed by the option maker, by the option broker, or by a con- 
version specialist. 


REGULATION OF THE OPTIONS BUSINESS 


The Put and Call business is largely self-regulated, but a great deal 
of the aura of secrecy which surrounds this activity seems to stem 
from the early 1930’s when the threat of strict regulation or even 
legislative extermination haunted the entire options trade. Testimony 
before the Senate Committee on Banking and Currency in 1932 and 
1933 disclosed that many of the financial abuses of the 1920’s were 
related to the use of options. A favorite device of large stockholders 
was to grant options without cost to a pool which would then attempt 
to make these profitable by “churning” activities designed to bring 
the general public in as buyers of the stock. In addition, long-term 
and even unlimited-period option warrants were issued frequently in 
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connection with new stock issues. The possibilities of profiteering in 
the style of the 1920’s through the use of options seem to have been 
greatly reduced by the right to require the reporting of options 
granted to the Securities and Exchange Commission. 

To date no significant rules or regulations on Puts and Calls have 
been promulgated by the Securities and Exchange Commission. The 
only rule devised by the Securities and Exchange Commission in re- 
cent years which applied directly to the Put and Call business is one 
which was recommended to and adopted by the several securities ex- 
changes. The rule as suggested by the Securities and Exchange Com- 
mission reads as follows: 

No member, while on the floor, shall initiate the purchase or sale on the ex- 
change for his own account or for any account in which he, or the firm of which he 
is a partner or any partner of such firm, is directly or indirectly interested of any 
security, classified for trading as a stock by the exchange, in which he holds or has 
granted any Put, Call, Straddle, or Option, or in which he has knowledge that the 


firm of which he is a partner or any partner of such firm holds or has granted any 
Put, Call, Straddle, or Option. 


Although regulation of the Put and Call business by the Securities 
and Exchange Commission is not at all stringent, the power to in- 
crease the scope of regulation exists. Several provisions of the Se- 
curities Exchange Act of 1934 could be applied to the business if 
this were deemed necessary by the Securities and Exchange Commis- 
sion. Need of detailed Securities and Exchange Commission regula- 
tion has been diminished by extensive self-regulation. In part the 
rules are based on those suggested by the Securities and Exchange 
Commission.* 

THE DETERMINATION OF PRICE 


Statistical investigation of the factors affecting the price of Puts 
and Calls is difficult because of the unavailability of data as to actual 
prices at which options are sold. This would be an interesting and 
useful field for a large-scale study if data could be secured from rec- 
ords of the brokers. 

The writers have made a preliminary investigation of the relation 
between stock prices and the prices of ninety-day Calls and ninety- 
day Puts for a single day, October 17, 1955. For this purpose, “offer- 
ing” prices for these options as reported by one options broker were 
utilized; these can differ from actual prices at which the options were 

4. These rules are too voluminous to be set forth profitably here. They are available 
in a document entitled Explanation of Rules and Practices Governing Dealings in Stocks 


on the New York Stock Exchange (Department of Floor Procedures, New York Stock 
Exchange, March 12, 1951), pp. 39-40. 
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sold, but constitute the only sort of price data readily available on 
Puts and Calls. Closing prices for the thirty-eight associated stocks 
as reported by the New York Stock Exchange were used. Included in 
the thirty-eight stocks were those of four steel companies, five rail- 
roads, five oil companies, three automobile producers, two airlines, 
six aircraft producers, and others. 

Graphic investigation indicated a linear relationship between both 
Call prices and Put prices and the price of the associated stock. Con- 
sequently, linear regressions were computed in order to secure equa- 
tions for estimating option prices from stock prices. These linear re- 
gressions are shown in Figure 1, which also includes the observations 
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to which the curves were fitted. Letting Y be the price of a ninety- bet 
day option on one hundred shares, and X be the closing price of the den 
associated stock on the day specified, the regression equations were: (al 
For Calls, Y = 63.44+7.81X (1) the 

, . T 

For Puts, Y = 89.11+5.83X (2) Cal 

In both cases coefficients of correlation were high and standard errors pric 
of estimate quite low, the fit being somewhat better for Calls than the 
for Puts. Deviations of actual from estimated option prices were buy 
compared with “volatility” of stock prices (measured as the spread fave 
Put 

TABLE 3 $13 

PUT AND CALL PRICES* AND STOCK PRICES nec 


October 17, 1955 


que 
Closing Price b 
Name of Stock of Stock 90-Day Put 90-Day Call uy 
U.S. Steel $ 54.75 $ 375.00 $ 475.00 tot 
Bethlehem Steel 146.75 1150.00 1300.00 inc! 
Armco Steel 44.75 375.00 425.00 
Republic Steel 48.00 375.00 425.00 abc 
N.Y. Central R.R. 45.50 350.00 387.50 
Can. Pacific R.R. 31.25 225.00 287.50 con 
North. Pac. R.R. 66.50 450.00 625.00 per 
Southern Pac. R.R. 54.75 387.50 475.00 
B. & O. R.R..... 44.88 350.00 450.00 cen 
Cities Service.... 54.50 450.00 525.00 aF 
Sinclair Oil... 52.52 375.00 450.00 
Standard Oil, N.J. 126.62 850.00 1050.00 
Phillips Petro. 73.88 450.00 625.00 
Royal Dutch 76.75 500.00 600 .00 1 
Chrysler 93.12 625 .00 800 .00 
General Motors 131.50 900 .00 1100.00 hig 
Stud.-Packard 9.62 137.50 137.50 
Amer. Airline 21.88 187.50 237.50 cre 
Pan-American Air 17.88 175.00 212.50 tra 
Boeing Airplane 64.50 425.00 575.00 i ° 
General Dynamics 52.12 525.00 575.00 SIX 
Douglas Aircraft 71.88 525.00 600.00 cay 
Lockheed Aircraft 47 .88 375.00 375.00 i 
Northrop Aircraft 25.00 250.00 300.00 
Republic Aviation 40.75 350.00 400 .00 hec 
Celanese 20.25 200.00 250.00 
Textron 23.00 162.50 250.00 of | 
Pepsi Cola 21.00 162.50 225.00 | op 
Anaconda Copper 63.50 550.00 625.00 
Amer. Smelt. & Ref. 45.62 425.00 450.00 | a Vv 
Molybdenum Corp. 24.50 250.00 275.00 lin 
Int. Tel. & Tel. 27.12 225.00 262.50 
RCA 43.50 375.00 387.50 vo 
Western Union 24.75 175.00 225.00 the 
General Electric 48.25 250.00 350.00 j 
Montgomery Ward 86.12 550.00 675.00 po 
Amer. Tobacco 75.75 525.00 575.00 f ers 
Natl. Distillers 19.12 175.00 225.00 ' ' 


* “Offerings” as quoted by Godnick and Son 
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between the 1955 high and low price). While there was some evi- 
dence of a positive correlation between volatility and these deviations 
(a high volatility causing actual option prices to exceed estimates) 
the relation was not close. 

This highly preliminary statistical study suggests that Put and 
Call prices vary closely with the price of the associated stock. Call 
prices exceed Put prices in almost every case, apparently reflecting 
the chronic bullishness of most stock-market speculators. From the 
buyer’s point of view both Puts and Calls seem to be priced more 
favorably on high-priced stocks. For very low-priced stocks both 
Puts and Calls are apt to sell for the standard minimum price of 
$137.50. (This floor on option prices must be kept in mind in con- 
nection with use of the regression equation cited earlier.) Conse- 
quently option prices are apt to be favorable to sellers but not to 
buyers for very low-priced stocks. The ratio of the price of a Call 
to the price of 100 shares of stock decreases as the price of the stock 
increases. For example, at a price of $20 per share a Call sells for 
about 11 per cent of the value of the one hundred shares which it 
controls. A Put sells for about 10 per cent of the stock value. At $50 
per share a Call and Put sell respectively at 9 per cent and 7.6 per 
cent. At $100 per share the percentages are 8.4 for a Call and 6.7 for 
a Put. 


SUMMARY AND CONCLUSIONS 


While the market for Puts and Calls cannot be considered to be a 
highly important one to the economy, these options seem to be in- 
creasing in popularity both absolutely and in relation to total stock 
traded. There is a decided trend toward longer-term options, with 
six-month-and-ten-day options increasingly popular due to the 
capital gain and loss provisions of the federal income tax law. 

Put and Call brokers emphasize the usefulness of these options for 
hedging. This seems to be based on the general public acceptability 
of all sorts of “insurance.” Actually the evidence indicates that most 
options are bought instead for speculative purposes. They constitute 
a way of controlling stock on a small margin, with the possible loss 
limited to the cost of the option plus fees and taxes. The far greater 
volume of Calls compared with Puts, and the higher prices at which 
the former sell, indicate that most of the purchases are not for pur- 
poses of hedging except in the unlikely circumstance that short sell- 
ers are much more active in hedging their commitments than buyers 
on the long side. 
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From the point of view of the buyer, Puts appear usually to be 
better bargains than Calls. For both Puts and Calls, options against 
the higher-priced stocks seem to be more favorable to the buyer than 
those against low-priced stocks. The usual minimum price of $137.50 
for both Puts and Calls causes their prices to constitute a high per- 
centage of the price of the lower-priced stocks. 

In general, the sale of Puts and Calls appears to offer opportuni- 
ties of substantial income at a cost of sacrificing possible capital 
gains while still retaining the possibility of loss. The main problem 
of the Put and Call brokers seems to be that of finding buyers rather 
than sellers, suggesting that these options tend to be overpriced. This 
apparent overpricing is due in part to the lack of an organized 
market and lack of adequate information, especially on the part of 
option buyers. 

From the point of view of promoting stability of stock prices 
there is something to be said for options. The existence of Put op- 
tions would tend to cushion a sharp break in stock prices, since hold- 
ers of Puts would enter the market as buyers in order to exercise 
their profitable options. Unlike short sellers, buyers of Puts do not 
first enter the market as sellers; consequently, there is no danger 
that the purchase of Put options will in itself be a cause of a stock- 
market decline. Similarly, the purchase of Calls does not in itself 
tend to cause a rise in the stock market, as does the outright purchase 
of stock. The stabilizing effect of a well-developed options market on 
stock prices would seem to be the main social virtue of this financial 
device. A second, though presently quite unimportant, economic 
function of options is the provision of a means of hedging both long 
and short positions in the stock market. 
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ECONOMICS OF CORPORATE INTERNAL AND 
EXTERNAL FINANCING 


S. P. Doprovotsky* 
Rensselaer Polytechnic Institute 


AMERICAN CORPORATIONS have generally been characterized by a 
high degree of dependence on the internal method of financing— 
retention of funds from the revenue stream. However, the external 
method—absorption of funds from the capital market—has also been 
used to a considerable extent. In fact, external financing has shown 
a remarkable upswing during the postwar period. In this paper atten- 
tion is focused on the probable effects of alternative corporate finan- 
cial policies on the total volume of investment in the economy and 
the allocation of capital resources among various industries. 

In the literature on corporate finance it is customary to distinguish 
between net and gross internal financing. The net amount is equal to 
net profit retained after dividend distributions. The gross amount 
equals retained net profit plus depreciation and depletion accruals. 
While the flow of internal funds may, of course, be significantly 
affected by changes in depreciation methods as well as changes in 
profit retention policies, it would be impossible to discuss in a short 
paper the problems pertaining to both components of internal financ- 
ing. Therefore, depreciation methods are taken here as given and 
attention is confined to problems arising in connection with net profit 
retention. 


I. Profit RETENTION AND TOTAL VOLUME OF INVESTMENT 


Over the ten-year period 1946-55, net corporate profits after taxes 
amounted to $180 billion. Of this total, $95 billion, or 53 per cent, 
was retained. New external funds, absorbed over the same period, 
amounted to $98 billion. Thus, net profit retention and external 
financing each provided approximately one-half of the total amount 
of funds used for corporate expansion. 

These figures indicate that if profit retention were discontinued, 
the volume of external financing would have to double in order to 

* The author wishes to acknowledge helpful comments and suggestions received from 


his former colleagues at Wayne State University, particularly Dr. Wilbur Thompson, 
and from Professor Simon Kuznets, of the Johns Hopkins University. 
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enable corporate expansion to continue at the same rate as before. 
Are there reasons to believe that such a substantial rise in the flow of 
external funds could occur? Since a change in corporate policies with 
respect to profit distribution would affect personal income, it should 
also have an effect on the volume of external financing. But the rela- 
tion between these variables is far from simple or certain. First, un- 
less dividend income were completely exempt from the personal in- 
come tax, personal disposable income would increase by a smaller 
amount than total dividend increment. Second, unless the marginal 
propensity to consume were zero, personal saving would rise by only 
a fraction of the amount added to disposable income. Thus, even if 
the entire increment of personal saving were absorbed in corporate 
investment, this could provide only a partial offset to the loss of 
internal funds resulting from higher dividend payments. But this is 
not, of course, the complete story. A change in the total amount of 
internal and external funds available for corporate investment would 
probably lead to a change in the level of national income (unless 
some other counteracting factors began to operate), as a result of 
which there would be further changes in corporate profits, personal 
income, and total saving. 

The effect of the personal income tax and the propensity to con- 
sume factors may be illustrated by a simple numerical example. Let 
us assume at first that a change in dividend payments would affect 
only the direction of expenditure flows (e.g., more consumption, less 
investment), but not their total volume. Let us also assume that the 
marginal tax rate on dividend income is 0.4 and the marginal propen- 
sity to consume is 0.6. Under such conditions, an increase in divi- 
dends by $10 billion (the approximate annual amount of retained 
profits in recent years) would raise the personal income tax by $4 
billion, consumption expenditures by $3.6 billion and personal sav- 
ing by $2.4 billion. Since corporate saving would drop from $10 bil- 
lion to zero, it follows that total private saving (corporate plus per- 
sonal) would decline by $7.6 billion. If dividends were completely 
exempt from the personal income tax, consumption expenditures 
would rise by $6 billion and personal saving by $4 billion. Total pri- 
vate saving would decline by $6 billion. 

Different numerical results could, of course, be obtained by chang- 
ing the marginal tax rate and the marginal propensity to consume 
values. Generally speaking, however, it is clear that these two factors 
tend to create a substantial gap between the amount of internal funds 
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lost and the amount of external financing gained as a result of higher 
dividend payments." 

The decline in total private saving would be even more significant 
if the initial rise in dividends were followed by a rise in wages. Cor- 
porate managements are often inclined to compare relative changes 
in wages with those in dividends. Retained profits are referred to as 
funds required for asset maintenance and improvements, and it is 
argued that profit reinvestment results in an increased productivity 
and higher income for all. In the past dividends have shown much 
less cyclical fluctuation than total profits. But if profit retentions 
were discontinued, the stockholders’ dividend income—their “take 
home” pay—would rise at a faster rate during expansion periods 
and corporations would probably find it more difficult to resist the 
unions’ pressure for higher wages. 

Thus, in the long run, the stockholders would be likely to receive 
only a part of the profits formerly retained, the other part being 
distributed as additional wages. And the larger the portion paid out 
as wages, the less pronounced would the rise in personal saving be, 
owing to the relatively high marginal propensity to consume among 
wage-earners. 

One may raise the question whether higher dividends would not 
make investment in corporate stocks generally more attractive to the 
public and, therefore, produce a stimulating effect on personal saving 
and the flow of external funds at any given level of national income. 
Since the average investor is likely to pay more attention to changes 
in dividends than to changes in total profit, a rise in dividends should 
tend to increase the supply of funds in the stock market. But as addi- 
tional funds flow in, stock prices will begin to rise and dividend yields 
to decline, even though no further change in the dollar amount of 
dividends occurs. The reverse tendencies should be expected to de- 
velop in the bond market. While these shifts are taking place, capital 
gains will be realized by some stockholders and capital losses by 
some bondholders. This may temporarily distort their saving and in- 
vestment patterns. If dividends are maintained at the higher level, 
however, a new equilibrium position will eventually be reached. Both 

1. In general, we may write: 

AS=AD[(1—t)(1—c) —1] 


where 4 S is the change in total private saving, 4 D is the change in dividends, t is the 
marginal tax rate on dividend income, and c is the marginal propensity to consume. Since 
the expression (1 — t) (1 —c) — 1 should generally be negative, an increase in dividends 
would generally result in a decrease in total private saving. 
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stock and bond yields will probably rise, though less than in propor- 
tion to the increase in the amount of dividends. Since personal saving 
is generally taken to be relatively inelastic with respect to invest- 
ment yields, it is not likely to be significantly affected by a moderate 
change in the yields. On the other hand, with a given liquidity prefer- 
ence schedule, a rise in the yields may induce individuals to add less 
to their cash balance and more to their earning assets, thus expanding 
the flow of external funds. This factor may be of some significance, 
especially if a tendency to reduce previously accumulated cash bal- 
ances should develop. Yet, it would hardly be realistic to expect that, 
in the absence of a substantial rise in personal saving, individual in- 
vestments in earning assets could increase by more than a fraction of 
the total amount required to offset the loss of corporate internal 
funds. 

An essentially different situation could arise, however, if the sup- 
ply of external funds by individuals were supplemented by bank 
credit expansion. In considering the effect of this factor, we must 
drop our earlier assumption that total volume of expenditures re- 
mains constant. If we start from a position of partial employment, a 
simultaneous rise in the real output of consumer goods and capital 
goods is feasible. A rise in dividends would stimulate the activity of 
consumer good industries and also the industries producing goods for 
the government (assuming that dividend income is taxable and the 
tax increment is expended on goods). At the same time, the output of 
capital goods could be maintained, or even expanded, through the use 
of new bank credit. The initial rise in expenditures would engender a 
chain of subsequent increases and the familiar multiplier effect on 
employment and income would develop. As personal income ex- 
panded, in both monetary and real terms, personal saving would also 
expand and the flow of external funds from individuals to industry 
would become greater. Eventually, this flow should reach propor- 
tions corresponding to the level of investment expenditures desired 
by corporations; at this point additional bank borrowing could be 
discontinued and the system would continue to operate on an even 
keel without further credit expansion. In other words, bank-financed 
investment should, in this case, have a sort of “pump-priming” as 
well as multiplier effect, helping the economy to reach a new and 
higher equilibrium level of national income. 

If, on the other hand, we start from a full employment situation, 
an increased use of bank credit cannot serve to expand national out- 
put in real terms. Money values, of course, can go up indefinitely, 
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indicating an increasing degree of inflation. A rise in dividends would 
tend to increase the stockholders’ consumption expenditures. But 
corporations could prevent a shift of resources from the capital goods 
to the consumer goods industries if they were able to bolster their 
capital outlays with the help of new bank loans. The rate of business 
investment could thus be maintained temporarily; but in contrast to 
the partial employment situation, there would be no “pump-priming”’ 
effect and no tendency toward an equilibrium at a higher level of in- 
come. More purchasing power would result only in higher prices— 
both for commodities and factors of production.’ Personal saving 
would increase in money terms, but not in real terms, and such a rise 
could not be expected to close the gap between the amount of funds 
desired by business and the amount of external financing provided by 
individuals. As prices went up, business would require additional 
bank credit in increasing amounts in order to maintain the same rate 
of investment in real terms. The process of inflation would continue 
until the lending power of the banks had been exhausted or re- 
strained by a change in the government policy. 

It should be realized, however, that even if additional bank credit 
were available, corporations might not wish to maintain the same 
rate of expansion if they were required to substitute external funds 
for internal. Some projects, which corporate managements would not 
hesitate to embark on as long as internal funds could be used, might 
be undertaken on a reduced scale, or even dropped altogether, if 
their realization involved time-consuming negotiations with and sub- 
stantial new obligations to outside parties. The propensity to borrow 
would be particularly low during periods in which the general busi- 
ness outlook appeared uncertain. 

To sum up, the loss of internal financing, resulting from larger 
dividend payments, would probably be offset, to some extent, by a 
rise in the flow of external funds. The strength of this offsetting fac- 
tor would depend on a number of variables. A high marginal tax 
rate and a high marginal propensity to consume would exert restric- 
tive influences. The availability of new bank credit, on the other 
hand, could exert a stimulating effect. With the established patterns 
of government, corporate, and personal behavior, it seems realistic to 
expect, on balance, only a partial offset and, consequently, some re- 
duction in the rate of corporate investment. In the short run, this 
would not necessarily involve a decline in total national income since 
lower investment expenditures could be counterbalanced by higher 
consumption and government spending. But in the long run, a lower 
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rate of capital formation would have an unfavorable effect on the 
rate of growth of national income. 


II. Prorir RETENTION AND CAPITAL RESOURCE ALLOCATION 


A change in dividend policies could also have a significant effect 
on the allocation of capital resources among different industries. In 
the absence of external financing, capital expansion of any industry— 
and, indeed, any firm within an industry—could not exceed the 
amount of its own reinvested profit. If the demand for an industry’s 
product rose and an increase in production were desired, additional 
funds required for expansion could not be absorbed from the capital 
market but would have to be obtained through either a reduction in 
dividends or an increase in profit. A cut in dividends would mean 
that new financing was, in effect, provided by the industry’s stock- 
holders. A rise in profits achieved through higher prices would mean 
that new funds were, in effect, contributed by the consumers of the 
industry’s product.” 

On the other hand, if external funds were available, industries with 
good profit prospects would have access to the general pool of funds 
accumulated in the capital market. Under favorable conditions they 
would, therefore, be able to procure a much larger amount of new 
resources than they could accumulate from their own profits. 

The extent of possible fund reallocations through external financ- 
ing may vary, depending on the ratio of external funds to dividend 
disbursements and the extent to which new investors concentrate on 
a few selected industries. A simple numerical example is given in 
Table 1 to illustrate possible financial shifts. In this illustration the 
economy is assumed to be composed of five industries, all having the 
same invested capital ($1 billion) at the beginning of the period, but 
each showing a different profit. In Variant I external financing is 
non-existent and each industry retains its entire net profit for ex- 

2. To some extent, such financial dependence on the consumer actually exists in our 
economy, even though most firms have access to both internal and external financing. 
Some labor union spokesmen have even asserted that consumers rather than investors 
have become the main source of new capital for industrial expansion. They have also 
argued that this form of financing is inequitable because the consumers are forced to pro- 
vide new funds but retain no equity in the business. (See, for example, the statement of 
Donald Montgomery in Profits, Report of a Sub-committee of the Joint Committee on 
the Economic Report, Washington [1949], p. 91.) This view is apparently based on the 
premise that monopolistic rather than competitive pricing is prevalent in our economy. 
But this is, of course, a highly controversial issue which we need not go into for our 
present purposes. It must be admitted, though, that business firms operating under mo- 
nopoly conditions may pursue financial policies essentially different from those pursued 


by firms operating in highly competitive situations. Some aspects of this problem are 
considered below. 
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pansion purposes. The expansion rates range under these conditions 
from 10 to 20 per cent. 

In Variant II external financing is introduced. It is assumed that 
each industry distributes two-thirds of the profit as dividends and 
retains one-third for expansion; that the stockholders’ savings 
amount to one-half of the dividends; that these savings are returned 
to the business sector via the capital market; and, finally, that all 


TABLE 1 
POSSIBLE EFFECTS OF ALTERNATIVE DIVIDEND POLICIES 
ON CAPITAL FUND ALLOCATION 


INDUSTRY 
A B © D E ToTaL 
Variant I 
All profit retained; no ex- 
ternal financing (dollar figures in millions) 
Invested capital - 1,000 1,000 1,000 1,000 1,000 5,000 
Retained profit. . 200 170 150 130 100 750 
Expansion rate ‘ 20% 17% 15% 13% 10% 15% 
Variant II 
70 per cent of profit dis- 
tributed; all external 
funds directed to In- 
dustry A 
«Retained profit. : 60 51 45 39 30 225 
External funds (one half 
of total dividends) 262 0 0 0 0 262 
Total new financing... .. 322 51 45 39 30 487 
Expansion rate. ae 5.1% 4.5% 3.9% 3.0% 9.8% 
Variant III 
70 per cent of profit dis- 
tributed; external funds 
are equally divided be- 
tween Industries A and 
B 
Retained profit. 60 51 45 39 30 225 
External funds. : 131 131 0 0 0 262 
Total new financing 191 182 45 39 30 487 
Expansion rate 19.1% 18.2% 4.5% 3.9% 3.0% 9.8% 


external funds are directed into the industry with the highest profit 
rate. Under these conditions, the range of interindustry variation in 
expansion rates becomes much wider, even though the system as a 
whole expands at a lower rate as compared with Variant I. Industry 
A expands at the rate of 32 per cent and absorbs as much as 67 per 
cent of all investment funds (internal plus external) generated by 
the system. The corresponding figures in Variant I are 20 and 27 
per cent. 

Suppose, however, that some new investors consider the profit 
prospects of Industry B to be more attractive than those of Industry 
A, even though B’s current profit is lower. In Variant III, where this 
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is assumed to be the case, the external funds are divided equally be- 
tween these two industries. As a result, they both show approximate- 
ly the same expansion rates as those in Variant I. Yet, the range of 
interindustry variation in the expansion rates is considerably wider 
in Variant III because of the lower rates for Industries C, D, and E. 
There is a significant relative shift of financing toward Industries A 
and B: in Variant III they absorb 76 per cent of total new financing 
(internal plus external), while in Variant I their combined relative 
share is only 49 per cent. 

There are, however, several other factors which may significantly 
affect the system’s flexibility with respect to resource allocation. 
Thus, one may argue that an internally financed system would actu- 
ally be more flexible than our example indicated, for retained profits 
need not always be reinvested in the same industry but could be 
channeled into other sectors of the economy if profit prospects there 
appeared to be brighter. Business firms could cross the industry 
lines in several different ways. The firms whose technical facilities 
were of the kind easily adaptable to different manufacturing proc- 
esses would, of course, be in the most advantageous position in this 
respect.* Firms which used highly specialized and inflexible equip- 
ment could not easily abandon their established lines of business, 
but could, perhaps, invest their retained profits in the different ma- 
chinery required for entering new lines. Finally, even the firms which 
were reluctant to readjust or re-equip their own plants could enter 
new industries indirectly by purchasing securities issued by other 
firms.* 

While the possibility of such interindustry shifts cannot be denied, 
their probable extent should not be overestimated. It must be borne 
in mind that in an internally financed system new funds could be 
accumulated in large amounts only by highly profitable firms. Most 
of these firms would probably be satisfied with and wish to expand 
their established lines of business rather than enter new ones, par- 
ticularly if the expected profit differentials were not very large. Fur- 
thermore, the firms which decided to make a shift would tend to 
select industries similar to their own in order to be able to take ad- 
vantage of their accumulated business experience and “know-how.” 

3. The growth of the automobile industry, for example, was facilitated by an adapta- 


bility of this kind on the part of some older industries. See L. H. Seltzer, “The Mobility 
of Capital,” Quarterly Journal of Economics, Vol. 46 (May, 1932). 

4. This, however, would no longer be a pure case of an internally financed system. 
Some firms would be able to obtain external financing through security issues, even though 
the funds obtained would be internal funds accumulated by other firms. A security mar- 
ket, organized in one way or another, would have to exist in such a system. 
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Even in the case of indirect investment (through stock purchases), 
corporate managements could hardly be expected to direct their 
companies’ retained profits into one industry this year and an entire- 
ly different industry the next year, changing their preferences just as 
easily as individual investors do in placing their personal funds. 

It may also be argued that the flexibility of an externally financed 
system could be substantially impaired by certain factors which 
were ignored in our simplified example. Thus, ‘the availability of 
external funds could not facilitate re-allocation of capital resources 
if the more profitable industries were set up as monopolies or oligop- 
olies pursuing a deliberate policy of output restrictions: 

The output policy of an established monopolist would probably 
remain the same whether he obtained new funds for expansion (with- 
in limits determined by himself) by means of profit retention or 
through external financing. It seems, however, that the process of 
industrial concentration and formation of new monopolies (or oligop- 
olies) would be more effectively restrained in an externally financed 
system than in an internally financed one. Under external financing, 
new funds could be channeled from the capital market into smaller 
firms or newly organized firms if larger companies were reluctant 
to expand. Under internal financing, on the other hand, larger units 
would generally be able to accumulate more internal funds than 
smaller units and would thus have a better chance to attain, in time, 
a predominant and controlling position in the industry. 

Even under fairly competitive conditions in most industries, the 
process of external fund allocation could be retarded or distorted 
because of lack of information as to the available investment oppor- 
tunities. In order to avoid misallocation of resources, capital funds 
must be directed into those sectors of the economy where potential 
earning power is greatest rather than the sectors where highest profits 
have been recorded in the immediate past. An average individual 
investor could hardly be expected to have the factual knowledge an: 
the analytical skill required for a realistic evaluation of profit trends. 
However, individual investment decisions are, in large part, based on 
professional advice obtained from brokers, bankers, investment coun- 
selors, etc. Furthermore, an increasing proportion of personal saving 
is channeled into industry through various financial institutions— 
insurance companies, banks, investment trusts, etc-—thus leaving 
specific investment decisions entirely in the hands of professional 
financiers. It seems, therefore, that a shift from internal to external 
financing would, in large measure, result in a substitution of the 
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judgment of one group of specialists (financial managers) for that 
of another group of specialists (industrial managers). Of course, 
economic forecasting in general, and profit projections in particular, 
are highly precarious occupations for specialists and laymen alike. 
Inevitably, a certain portion of external funds is misdirected by both 
individual and institutional investors. But the same is true of internal 
funds controlled by industrial management. In any event, it is clear 
that the more informed and the better advised external investors are, 
the stronger is the case for subjecting fund allocation to the test of 
capital market appraisal. 

To sum up, both the internally financed and the externally fi- 
nanced systems may have different degrees of flexibility with respect 
to new fund allocation. While a shift from internal to external fi- 
nancing need not always make the system more flexible, such a result 
appears probable if the economy is a reasonably competitive one and 
the external investors are reasonably competent and well informed. 


III. Some Cycricat AsPEcts OF ALTERNATIVE DIVIDEND POLICIES 


Corporate managements have often argued that the policy of 
profit retention enables them to stabilize dividends over complete 
business-cycle periods: part of the earnings is withheld from distri- 
bution in the expansion years, but the surplus is used to keep up 
dividend payments in the years of contraction. Actually, very few 
companies have fully maintained their dividend rates during depres- 
sion periods. The available data indicate that dividends have gen- 
erally changed in the same direction as profits, although sometimes 
with a lag. However, the rate of change in dividends has usually 
been considerably smaller than the rate of change in net profit.° 

While efforts to stabilize dividends obviously tend to smooth out 
the cyclical pattern of the stockholders’ personal income, the effect 
on total national income is far from certain. During the expansion 
phase of the cycle, one would expect—for reasons discussed in Sec- 
tion I—a less pronounced upswing in corporate investment if the 
entire net profits were distributed as dividends. In contrast, during 
the contraction phase, corporations would probably be in a better 
position to maintain a minimum of investment required for replace- 
ment purposes if no efforts to keep up dividends were made. It 
appears, then, that dividend stabilization tends to widen rather than 
narrow the range of cyclical fluctuations in corporate investment. 


5. See the author’s Corporate Income Retention, 1915-43 (New York: National Bu- 
reau of Economic Research, 1951). 














Corporate Internal and External Financing 45 


A change in corporate policies with respect to liquidity position 
could, however, lead to an essentially different result. If profit reten- 
tion were accompanied by an accumulation of cash reserves for fu- 
ture dividend payments, this would have a restraining effect on the 
expansion of operating assets during cyclical upswings. On the other 
hand, the availability of such reserves would help maintain dividends 
without drawing upon the cash required for replacements, main- 
tenance, and other operating expenditures during downswing pe- 
riods. Under these conditions, corporate investment would show 
less cyclical instability, and this would tend to produce a stabilizing 
influence on national income.® 

The policy of dividend stabilization may also have a significant 
effect on the allocation of funds between the industries which are 
subject to strong cyclical fluctuations on the one hand, and the in- 
dustries which remain relatively stable over the cycle on the other. 
The importance of this factor may vary, depending on the length 
of the investment horizon of the external investors.'In the example 
given in Table 2, Sector A represents the cyclical industries and 
Sector B the relatively stable industries. It should be observed that 
total amounts of profit, dividends, and retained profit over the 
entire five-year cycle are the same for both sectors. This is true of 
Variant I as well as Variant II. But in Variant I dividends in both 
sectors vary proportionately with profits, while in Variant II they 
remain stable over the cycle. We assume that external funds amount 
each year to one-half of the dividends paid by both sectors and that 
they flow into the sector which shows the higher profit in that year.’ 
It may be seen that, under these conditions, the cyclical sector ab- 
sorbs 83 per cent of total external financing over the entire cycle in 
Variant I, but only 60 per cent of the total in Variant II. 

When dividends are stabilized, a smaller amount of external fi-: 
nancing is generated by the system during high-profit years—when 
the funds flow into the cyclical industries—but a larger amount of 
external financing is available during low-profit years—when the 
funds flow into the stable industries. Consequently, the cyclical sec- 

6. Statistical studies have shown that large corporations accumulated substantial 
amounts of inactive cash during the depression of the thirties, but that medium- and 
small-sized companies experienced no such accumulations (see F. A. Lutz, Corporate 
Cash Balances 1914-43 [New York: National Bureau of Economic Research, 1945]). 

It seems, therefore, that while special reserves for dividends might have been relatively 


unimportant for large corporations, they would have been of considerable importance to 
smaller firms. 


7. We also assume that the amount of investment capital is the same for both sectors, 
which means that a higher amount of profit represents also a higher rate of return. 
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tor receives less, and the stable sector correspondingly more external 
financing over the entire cycle. The total amount of new financing 
(the sum of retained profits and external funds) is larger in Sector 
A than it is in Sector B whether dividends are stabilized or not, but 
the difference between the two sectors is much smaller in Variant II 
(with stabilized dividends). 


TABLE 2 


POSSIBLE EFFECT OF DIVIDEND STABILIZATION ON CAPITAL 
FUND ALLOCATION BETWEEN CYCLICAL AND 
NON-CYCLICAL INDUSTRIES 


YEAR ENTIRE 
1 2 3 4 5 CycLe 
Variant I 
Dividends proportionate to 
profits 
Sector A (cyclical) (millions of dollars) 
Profit : : — 150 300 600 350 — 100 1,000 
Dividends..... . 0 120 240 140 0 500 
Retained profit —150 180 360 210 — 100 500 
External funds 0 110 180 125 0 415 
Total new financing — 150 290 540 335 — 100 915 
Sector B (non-cyclica!) 
Profit...... 160 200 240 220 180 1,000 
Dividends. ... 80 100 120 110 90 500 
Retained profit 80 100 120 110 90 500 
External funds 40 0 0 0 45 85 
Total new financing 120 100 120 110 135 585 
Variant II 
Stabilized dividends 
Sector A (cyclical) 
Pet...... —150 300 600 350 — 100 1,000 
Dividends... : 100 100 100 100 100 500 
Retained profit — 250 200 500 250 — 200 500 
External funds 0 100 100 100 0 300 
Total new financing — 250 300 600 350 — 200 800 
Sector B (non cyclica}) 
See 160 200 240 220 180 1,000 
Dividends. ... 100 100 100 100 100 500 
Retained profit. 60 100 140 120 80 500 
External funds 100 0 0 0 100 200 
Total new financing 160 100 140 120 180 700 


One may also note that while dividend stabilization reduces the 
total amount of new financing obtained by Sector A over the entire 
cycle, it increases the range of cyclical fluctuations shown by this 
sector. The total amount of new financing in Sector A during the 
profit years is larger in Variant II than in Variant I. But this is more 
than counterbalanced by the increase in the amount of dissaving in 
this sector during the deficit years. 

Different numerical results may, of course, be obtained by varying 
the assumption concerning the length of the investors’ horizon. Thus, 
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if we assume that the investors each year are able to predict the 
following year’s profits and that they direct their funds into the 
sector in which the average of current profit and the expected next 
year’s is higher, then Sector A will obtain 58 per cent of total external 
financing over the cycle in Variant I, but only 40 per cent of the 
total in Variant Ii. Should the investors’ horizon extend over the 
entire cycle, both sectors would be viewed as approximately equal 
investment opportunities and would presumably receive approxi- 
mately equal shares of total external financing in Variant I as well 
as in Variant II.® 

In real life, there are different classes of investors with widely 
different investment horizons. Most people realize, of course, that 
profits should not be expected to continue at the curent year’s level 
indefinitely. But there always seems to be a fair number of optimists 
who are attracted by high profits of cyclical industries during the 
expansion phase and are inclined to underestimate the losses to be 
expected during the ensuing contraction phase. It appears, therefore, 
that dividend stabilization by all industries, even with no change in 
the total amount paid over the cycle, would entail a significant re- 
distribution of external funds in favor of the industries with relative- 
ly stable profits. 


8. Owing to the difference in time distribution, the present worth of profits and divi- 
dends over the cycle would not be the same in both sectors. With any moderate interest 
rate, however, the differences would be relatively small in a period as short as five years. 





PREFERRED STOCK VALUATION IN 
RECAPITALIZATIONS 


DoNaLp A. FERGUSSON* 


Syracuse University 


CHAPTER X AND SECTION 77 of the Bankruptcy Act now provide 
the machinery through the use of which an insolvent corporation 
may be reorganized by legal mandate. After the petition to reorgan- 
ize, filed in a federal court of bankruptcy by creditors or by the 
corporation itself, has been approved, the court appoints a disinter- 
ested trustee whose primary function is to formulate and present to 
the court a plan for reorganization of the insolvent company. To 
the appropriate Commission (S.E.C. or I.C.C.) has been relegated 
the responsibility of advising the court (in cases involving substantial 
creditors’ claims) as to whether or not the trustee’s plan is “fair 
and equitable” to the parties concerned. Thus, for situations of in- 
solvency or impending insolvency, clearcut principles of valuation 
and procedures for determining values in terms of these principles 
have evolved. Over the years, including the earlier period of equity 
receivership, the principles of valuation to be applied with respect 
both to the over-all value of the corporation and to the value of the 
various claims against the corporation have been established by 
court decisions. Valuation of the going concern on the basis of capi- 
talized expectable earnings and distribution of this over-all value, 
until exhausted, to existing securities in order of their priority and 
to the full amount of their liquidation preferences are the two basic 
principles applied by the regulatory commission and the courts to 
reorganization plans proposed by a disinterested trustee and the 
parties at interest. 

These are the principles which apply in the valuation of the pre- 
ferred stocks, as well as the bonds, of corporations being reorganized 
under the Bankruptcy Act. 


* The author wishes to express his gratitude to Dean Teele and the Harvard Business 
School for making available research time for this project during his writing professor- 
ship there from 1955 to 1957. Discussions of valuation problems with Professor Robert 
Masson, then undertaking an analysis of the Boston and Maine Railroad recapitaliza- 
tion, was also very helpful. 
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VOLUNTARY RECAPITALIZATIONS 


It has frequently happened, however, that a corporation may find 
itself in financial difficulties even though there is no default or im- 
pending default on its debt securities. Instead, an initially ill-con- 
ceived capital structure, a poor earnings record, or the exercise of 
management’s discretion may have led to an accumulation of pre- 
ferred dividend arrearages which later, when earnings reappear, also 
makes it impossible to pay common stock dividends. As a result, the 
corporation may be unable to raise additional funds badly needed to 
birng about an improvement in its earning position. Thus, for all 
practical purposes, a capital structure that is top-heavy with tl the con- 
tingent claims of prefe erred stock may, so y, so long as this condition per- 
sists, prove to be just as effective an obstacle to profitable operations 
as one involving top-heavy debt claims. In the past, such a situation 
has usually been remedied by a voluntary recapitalization in which 
the preferred stockholder has suffered substantial diminution in the 
amount and/or priority of his claims. The recapitalization plan 1 has 
often ET mane as a prelude to resumption of 
dividend payments. Thus, the tendency has been for the preferred 


siock, even when voting as a class, to accept the company's offer. 

e claim has frequently been made that the preferred stock- 
holder has received unfair treatment in such recapitalizations. As- 
suming that he has, in many cases, been unduly influenced by the 
prospect of dividend resumption, it may be that he has not made a 
proper evaluation of the bundle of rights constituting his preferred 
stock contract. On the other hand, it may be that his alleged unfair 
treatment has resulted instead from the inherent weakness of his 
contract, particularly with regard to dividend claim and voting 
power. The question might well be asked as to whether a more judi- 
cial appraisal of his rights might not have resulted in better treat- 
ment. In any event, a search for standards of fairness to be applied 
in valuing such preferred stock claims seems justifiable. 




















Pustic Utitiry Hotptnc Company Act SIMPLIFICATIONS 


In certain situations involving cumbersome capital structures, the 
law has already intervened, not only to aid in the removal of these 
obstacles to successful operations, but also to insure that inequitable 
treatment of investors may not occur. Examination of the treatment 
accorded preferred stockholders in such situations may prove helpful 
in developing principles and procedures of valuation that might be 
applied in other somewhat similar circumstances. 
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Most important of the legally mandated type of stock recapitaliza- 
tions have been those carried out under Section 11 of the Public 
Utility Holding Company Act of 1935, as administered by the S.E.C." 
Section 11(b) of this Act requires each registered holding company 
and its subsidiaries to “take such steps as the Commission shall find 
necessary to insure that the corporate structure or continued exist- 
ence of any company in the holding company system does not unduly 
or unnecessarily complicate the structure, or unfairly or inequitably 
distribute voting power among security holders, of such holding com- 
pany system.” 

Most of the adjustments which have been brought about, either for 
the purpose of simplifying capital structure or to distribute voting 
power more equitably, have involved primarily the valuation of pre- 
ferred stock claims. 


STANDARDS OF FAIRNESS—PRINCIPLE OF VALUATION 


Section 11(e) of the Act required the S.E.C., before it granted 
approval to any such adjustment, to find that the plan was “fair and 
equitable” to the persons affected by it. What standards of fairness 
has the S.E.C. used in meeting its responsibility under the Public 
Utility Holding Company Act? In particular, what principle has been 
applied to the valuation of the preferred stock claim? 

It may have been rather unfortunate, from the point of view of the 
legal controversy which the issue raised, that the phrase “fair and 
equitable” was used in the wording of Section 11. It was claimed by 
those opposing the S.E.C. interpretation that in 1934 Congress had 
lifted this phrase out of the old equity receivership cases and trans- 
ferred it to Section 77(b) of the Bankruptcy Act with the meaning it 
had already acquired in court decisions. Thus, when used again a 
year later in the Public Utility Holding Company Act, it was a term 
of art having a settled meaning, requiring the application of the 
principle of absolute priorities.” Though the S.E.C. interpretation 
accepted the doctrine of absolute priorities, it held that the extent of 
preferred stock priority was not measured by liquidation preference, 
as in the bankruptcy cases where the doctrine had previously been 


1. The more recent (1947) Section 20 (b) of the Interstate Commerce Act has so far 
involved relatively few cases and is merely in the process of being tested by appeals to 
the courts, whereas a large number of the S.E.C. decisions on holding company simplifi- 
cations have already been subject to court review. 

The heavy reliance which the I.C.C. places upon the S.E.C. cases is further evidence 
of their importance in the broad field of preferred stock valuation. 


2. See Commissioner Healy’s strong dissent in the United Light and Power case, 13 
S.E.C. 1 (1943) . 
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applied, but by “legitimate investment values.”* The basis for this 
holding was that Sc had ROU Bee THE TACRT of Congress in passing the 
Act to shift investment values between security holders by maturing 
preferences which would not otherwise have matured. Eventually the 
United Light case was appealed to the Supreme Court on this narrow 
legal point. It was settled by the majority decision of the Court on 
October, 1944,* which stated: 


We reach the conclusion that the S.E.C. applied the correct rule of law as to the 
rights of the stockholders inter sese. That is to say, when the Commission proceeds 
in the simplification of a holding company system, the rights of stockholders of a 
solvent company which is being ordered by the Commission to distribute its assets 
among its stockholders may be evaluated on the basis of a going business and not 
as though a liquidation were taking place. 


This decision also held that the technical form of the simplification, 
whether recapitalization, merger, or liquidation, was not to influence 


the standard of fairness.’ Thus legally, an affected stockholder is 
fairly treated in a holding company simplification if he receives the 


present going concern or investment value of hi Me 


LEGITIMATE INVESTMENT VALUE PRINCIPLE APPLIED 
TO BUNDLE OF RIGHTS 














How has this concept of legitimate or continuing investment value 
been applied? The problem obviously is to measure the respective — 
rights in the enterprise held by the several classes of stockholders on 
& going-concern basis and to apply the absolute priority principle in 
the allocations made to these classes. It has been held unnecessary to 
place an over-all dollar value on the holding company’s assets or on 














3. “It is our conclusion that we must judge the fairness of the plan according to legiti- 
mate investment values existing apart from the duty of liquidation imposed by the 
statute. The existence of the liquidation preference does, of course, enter into the ques- 
tion as it is one of the bundle of rights belonging to the preferred stock and affecting its 
normal value. The preference itself, however, will not be permitted to operate so as to 
be conclusive in the division of assets between the preferred and common stocks” (13 
S.E.C. 1, 12 [1943]). 


4. Otis & Co. v. S.E.C., 323 U.S. 624 (1945). The Supreme Court was sharply divided 
on this issue, however, with three of its members strongly supporting Commissioner 
Healy’s argument for liquidation preference as the ruling principle and with one of the 
justices not participating. 


5. Thus the reversal by the S.E.C. in the United Light decision of an earlier dictum 
to the effect that bankruptcy reorganization rules would apply to a liquidation under 
Sec. 11 (b) (2) was upheld by the Supreme Court. The overruled dictum appeared in 
the Federal Water Service Corporation opinion, 8 S.E.C. 893 (1941). 


6. The argument so strongly made that the charter provision of the preferred stock 
contract ruled was met again by the Supreme Court in its decision in the Schwabacher 
case that “. . . it is not the promise that a charter made to him but the current worth of 
that promise that governs” (Schwabacher v. U.S., 334 U.S. 182/99 [1948]). 
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the securities to which these assets are to be distributed. Instead, 


what is required is merely a comparison iti j e 


old securities to determine whether “each security holder in the order 








of his priority receives from that which is available for the satisfac- 
tion of his claim the equitable equivalent of the rights surrendered.” 








IMPORTANCE OF RIGHT TO EARNINGS 


In one of the earliest of the S.E.C. decisions on Section 11 plans, 
the Commission held that, where the preferred stockholders have no 
rights apart from Section 11 to compel liquidation, a junior class of 
shares may properly be allowed to participate if the class “has a 
reasonable expectation of receiving earnings at some future time, and 
this expectation cannot be dismissed as negligible.”* And, through- 
out its decisions in this area, so-called “immediately operative” 
rights, such as rights to earnings and dividends, as opposed to “in- 
choate” rightS;“Stchas“tiquidation and redemption preferences, 
have been given primary weight in evaluating the bundle of rights 
making up the stock contract. In fact, in the earlier decisions in 
particular, it sometimes appeared that the right to earnings was the 
only factor given consideration.* It certainly was the primary 
criterion used to determine equitable equivalence. 

How has consideration of this right to earnings allowed the S.E.C. 
to determine the fairness of the proposed allocation to the various 
claimants? At first, the Commission steadfastly maintained the posi- 
tion that the allocation to the classes of stock was merely a matter of 
their judgment and that a formula approach to the problem was 
neither practicable nor necessary. The Commission has also main- 
tained that it was necessary for them to determine only that the pro- 
posed allocation fell within a permissible range of fairness and equity 
rather than to arrive at precise dollar equivalents for the various 
stock claims. 








7. This quotation from the Supreme Court opinion in the railroad reorganization case, 
Group of Institutional Investors v. Chicago, Milwaukee, St. Paul and Pacific Railroad 
Co., 318 U.S. 523, 565 (1943), is frequently referred to by the S.E.C. to justify its ap- 
proach to the valuation problem. It has also been reiterated in Supreme Court decisions 
in holding company simplification cases. 


8. In the Federal Water Service Corp. opinion, 8 S.E.C. 893,907 (1941) ; earlier still, 
in the Community Power & Light case, 5 per cent of the new common stock was allo- 
cated to the old common because of an “eventual prospect” of dividends “. . . which 
must be regarded as having a “resent value,” 6 S.E.C. 182 (1939). 


9. Commissioner Healy claimed in various dissenting minority opinions that only one 
part of the bargain was being respected, the interest in earnings. 
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APPLICATION OF THE FAIRNESS STANDARD 
TO EARNINGS RIGHTS 


In using the facts as a basis for judgment, the S.E.C. first attempted 


to arrive at an estimate of future net earnings. Their problem here 
Sono UMEPERC TION The problem of estimating earnings to be capi-. 
talized in arriving at the reorganization value of a company under 
Bankruptcy Act proceedings. A range of earnings estimates was 














chosen after consideration of all available evidence throwing light on 
the future earning power of the system. The evidence’® typically in- 
cluded: (1) historical earnings figures; (2) adjustments of these 
figures by the S.E.C. staff to eliminate such influences as atypical 
periods, non-recurring items, excessive debt charges, unrealistic de- 
preciation and tax rates; (3) forecasted earnings figures of experts 
employed by management or the contending parties. The maximum 
and minimum figures chosen then represented the S.E.C.’s “best 
judgment as to the range within which reasonably foreseeable sound 
earnings capacity should fall.” 

The problem of allocation arose, of course, only when this earnings 
estimate was higher than the current preferred stock dividend re- 
quirement. Otherwise, the preferred stock alone would participate. 


The first step in the allocation procedure was to determine the nym- 
ber of years requi off preferred dividend arrearages in full, 





assuming that all the forecasted net earnings were applied toward the 
payment of current and accumulated preferred dividends. This in- 
volved dividing the accumulated arrearages by the amount that esti- 








Mated net earnings exceeded the current preferred dividend require- 








ment. The result also indicated the period of time—as a range, again 
—which would elapse before there could be any earnings applicable 
to the common stock. The amount so applicable was indicated in the 
denominator of the preceding fraction. 

This raises the question as to what constitutes a reasonable pros- 
pect of earnings. How far must one have to look into the future be- 
fore the expectation of earnings on the junior equity can be dis- 
missed as negligible?’ The Commission has tended never to disre- 

10. Substantiality of evidence is one of the grounds upon which appeals may be carried 
to the courts from an S.E.C. Sec. 11 decision. The other, of course, involves the legality 
of the standards of fairness employed. The S.E.C. was upheld by the Supreme Court in 
its dispute with the District Courts over the extent of their review of Commission- 


approved plans. (Engineers Public Service Corp. v. S.E.C., 338 U.S. 96 [1949], 69 S. Ct. 
1377 [1949]). 


11. Commissioner Healy raised this question in his dissent to the Puget Sound decision. 
Here it was necessary to look forward from nineteen to thirty-five years to find a pros- 
pect of earnings on the common, He maintained: “There must be some point of time 
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gard the interest in earnings of a junior claim, no matter how remote 
that interest may appear to be.’* In fact, the Commission appears to 
make use of two different allocation principles depending upon 
whether the junior claim has a substantial or merely a minor interest 
in earnings. In the former case, the absolute priorities doctrine is 
strictly applied, whereas in the latter situation a much more liberal 
application of the principle is used after resolving all doubts with 
respect to estimated earnings in favor of the junior claim.’* Surely 
the choice of a fairness standard or of the method of applying that 
standard should not be made to depend upon the size of the claim 
involved. 

As a result of these computations, the S.E.C. had available, in 
terms of timing and amount, within a range, a statement of the claims 
to earnings of the present preferred and common stocks in the event 
the system were to continue without recapitalizing. At this point the 
Commission was able to state whether or not the common stock had 
some prospect—even a remote one—of sharing in earnings from 
future operations. However, the Commission’s task was not complete 
until it had passed judgment on the fairness of the allocation of new 
securities to the old security holders as proposed in the plan of re- 
capitalization. Tht question to be answered was not merely whether 
the common stock was entitled to any participation, but whether it 
was entitled to the specific 10 per cent or 5 per cent allocation which 
was proposed."* 


when the expectancy of the common’s participation in earnings becomes so remote that 
even under the opinion’s method it should be disregarded, even though it can be found 


in a paper calculation . . . at that distance I doubt if there is any perception” (13 S.E.C. 
277). 


12. In the Seattle Gas Co. case, where it would take from 20 to 61 years to pay off the 
first preferred stock dividends arrearages, the Commission held that the interest of the 
second preferred stock . . . “from a conservative point of view would be too attenuated 
to permit recognition.” However, they approved a small participation for the second 
preferred stock in the recapitalized company (25 S.E.C. 57 [1947]). 


13. In the Laclede Gas Light case the Commission ruled that where common stock 
participates on a substantial basis fairness requires that “. . . reasonably prospective 
earnings applicable to the participation accorded the preferred stock should not be less 
than the preferred’s present priority upon earnings” (16 S.E.C. 49 [1945]). 

Commissioner Burke’s concurring opinion in the United Light case reads “. . . as the 
participation of the common approaches zero, we are warranted in considering increas- 
ingly liberal assumption in favor of the possibility that earnings may substantially ex- 
ceed what may be characterized as ‘reasonably foreseeable.’ In other words, the possible 
(though unlikely) rather than the probable range of earnings may be taken into account 
for the purpose of allotting to the common stockholders a small participation—whereas 
allotment of a more substantial participation would necessitate a more conservative ap- 
praisal” (13 S.E.C. 26 [1943]). 


14. In fact, the S.E.C. has gone further and undertaken to rule, e.g., that an 8.8 per 
cent allocation did not fall within the permissible limits of reasonableness but 5 per cent 
did (United Light and Power decision, 13 S.E.C. 1 [1943]). 
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Such a decision required a comparison of what the existing pre- 
ferred and common stockholders might expect to receive under the 
new capitalization with their prospects “absent reorganization.” 
Computations were made of earnings per share applicable to the old 
securities as a result of their exchange for new securities and these 

“earnings figures were compared with the computations already made 
for the alternative situation. In addition, an attempt was made to 
compute dividends per share likely to be distributed to one share of _ 
each of the old securities under the two alternatives. With these com- 
parative schedules as an aid to judgment, and after consideration of 
other pertinent rights, the S.E.C. then passed upon the fairness of 



































the proposed allocation. 
~... —— 





CAsE ILLUSTRATION 


Schedule I presents in table form the estimates and computations 
used by the Commission in the plan for simplification of the Puget 
Sound Power and Light Company" where this type of procedure was 
first detailed. 


SCHEDULE I 
Plan for Simplification of 
Puget Sound Power and Light Company 
Summary of Estimates and Computations 
(In thousands of dollars) 


A. Estimate of Net Earnings Available for Stock (Range) $2,657-$3,083 
B. Claims of Various Stock Classes 


against Earnings Absent Under the Recapitali- 
Reorganization zation Plan 
1. Prior Preference Stock 
Current Dividend $550 per year $687.5 per year 
Dividend Arrearages $3,025 None but immediate 
cash payment of $275 
Time to pay off arrearages: 1.19-1.44 years n.a. 


2. Preferred Stock (common stock 
claim only under plan) 


Current Dividend $1,584 per year after $1,909-$2,323 per year 
1.19-1.44 years (earnings applicable 
only) 
Arrearages $15,576 None 
Time to pay off arrearages: 18.4-34.1 additional n.a. 
yrs. 


(For dividends expectable un- 
der either alternative—$3.20 
per share per year for first 
five years) 
3. Common Stock 
Net Income Applicable to $523-$949 after 19.59 $60-73 per year 
Common to 35.54 years 


15. 13 S.E.C. 226 (1943). 
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User oF DiscouNT TECHNIQUES SUGGESTED 


How could such a comparison of rights to earnings be used to 
justify the Commission’s judgment that “the plan has a rational 
basis and is within permissible limits of fairness in allocating new 
common stock to the present preferred and common in the ratio of 
approximately 97 to 3”? From casual inspection it certainly is not 
obvious that each security holder in the order of his priority receives 
from that which is available for the satisfaction of his claim the 
equitable equivalent of the rights surrendered. Even if claim to earn- 
ings alone were considered, it would require substantial mathemati- 
cal mental agility to arrive at an equation of the two columns of 
figures. Some consideration of the probability of realization of these 
estimates seems warranted. Having gone so far in the use of figures 
as an aid to judgment, the Commission might more logically have 
continued by making use of capitalization techniques in attempting 
to equate present values of these claims.'® The Commission’s argu- 
ment that “. . . there is no occasion for determining a specific over- 
all value for the enterprise, because there are no matured claims to 
be measured against such a valuation” does not seem pertinent. The 
presence or absence of matured claims does not affect the necessity 
of arriving at a going-concern valuation of the company and of the 
various stock claims under the two alternatives, unless it is obvious 
from a mere comparison of claims against earnings that the allocation 
results in the exchange of equitable equivalents."* 


CaAsE ILLUSTRATION 


Commissioner Burke, in a concurring opinion in the United Light 
and Power case,’* had already suggested the use of such a capitaliza- 
tion technique in demonstrating the fairness of an allocation to pre- 
ferred and common stockholders. He pointed out that the Commis- 
sion’s rejection of an 8.8 per cent allocation to the common stock- 
holders of United Light and Power “need not be rested solely upon 
an over-all judgment.” He continued: “Presented with a proposed 


16. In certain of its opinions the S.E.C. appears to suggest that its procedure would 
result in assigning value to junior claims whereas they might appear to be valueless under 
a strict capitalization value approach. Value may well depend upon the purpose for which 
the valuation is made and, thus, upon the principle of valuation applied. But, having 
established the principle of valuation, it hardly seems logical that the procedure chosen 
to apply that principle should be the determinant of value. 


17. The fact that preferred stock dividend arrearages, for example, are not treated a 
matured claims would seem rather to necessitate use of some method of arriving at their 
present value. 


18. 13 S.E.C. 24-26 (1943). 
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allocation of assets such as that suggested here, the best we can do is 
to determine what assumptions are necessary to arrive at the alloca- 
tion, and ascertain whether such assumptions fall within the permis- 
sible limits of reasonableness.” 

In this illustration, the management’s estimate of earnings avail- 
able for preferred and common stock of $6,185,000 was accepted for 
the purpose of demonstrating the fairness of the proposed allocation. 
These earnings were divided into two layers, the first layer in the 
amount of the current dividend requirement of the preferred stock 
and the second layer consisting of the residual. Rather than attempt- 
ing to determine proper capitalization rates for each of these two 
layers of estimated earnings, and then finding present values of each, 
Burke chose hypothetical rates for the first layer and then computed 
the rates at which the second layer would have to be capitalized if the 
proposed allocation were to be justified. After considering the rela- 
tive rates for the two layers he passed judgment on the reasonable- 
ness of the proposed allocation. 

Since it would take approximately fifteen years to eliminate the 
preferred stock dividend arrearages, the value of the preferred stock 
claim was computed by adding the present value of a fifteen-year 
annuity of $2,585,000 (part of the second layer of earnings) to the 
present value of a perpetual annuity of $3,600,000 (the first layer of 
earnings). The present value of the earnings applicable to the com- 
mon stock was determined by capitalizing a perpetuity of $2,585,000, 
which would indicate their value in fifteen years’ time and then dis- 
counting the resulting value to present worth. 

Figure 1 illustrates this method of dividing earnings into layers 
which can then be capitalized at different rates, depending upon their 
probability of realization, to arrive at values for the claims against 
these layers. 

Schedule II summarizes the results of Burke’s computations. 

The 5 per cent rate assumed for the first layer and the correspond- 
ing 8.5 per cent rate computed for the second layer were dismissed by 
Burke as obviously much too low in this risk situation. And, as high- 
er capitalization rates were chosen for the first layer of earnings, the 
spread between the rates at which the first and second layers were 
capitalized necessarily narrowed. For example, use of an 8 per cent 
rate for the first layer would require use of a 10 per cent rate for the 
second layer. However, if 8 per cent were a reasonable rate at which 
to capitalize the first layer, a substantially higher rate than 10 pe 
cent would be appropriate for the residual earnings since the risk of 
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their realization would be much greater than indicated by a 2 per 
cent spread. Accordingly, he concluded that the assumptions neces- 
sary to justify the proposed allocation of 8.8 per cent of the new 
securities to the present common stockholders were clearly unreason- 
able. 


$6,185,000 estimated 
earnings available for 
preferred and common 


Needed for preferred Available for 


dividend arrearages common 
$2,585,000 


SECOND LAYER 





Current preferred 
dividend requirement 


$3,600,000 
FIRST LAYER 


present 15 years 
Time 


Fic. 1 


SCHEDULE II 


Capitalization rate required for sec 
ond layer if proposed allocation 
of 8.8 per cent to the common 


Capitalization rate assumed stock is to be accepted as fair 
for first layer and equitable 

a eee ‘i eae in 8.5 per cent 

8 per cent 10.0 per cent 


The use of the capitalization formula has revealed more clearly the 
assumptions as to the relative uncertainties involved in the realiza- 
tion of earnings applicable to the old stock claims and thus has 
appeared helpful in fortifying judgment on the proposed allocation. 
Such a technique would appear to be particularly useful in the valua- 
tion of public utility securities because of the likelihood of substan- 
tial stability of earnings in this field. Choice of appropriate capitali- 
zation rates should also prove to be less difficult than in the industrial 
field because of the similarity in operations and rates charged of 
companies in this regulated industry. 
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CoMMISSION’s CONSIDERATION OF QUALITY OF EARNINGS 


However, in this and other early cases, the Commission’s con- 
sideration of the relative risk position of the securities usually 
avoided any attempt to choose appropriate capitalization rates to be 
applied to their earnings claims.’® 

Instead, it involved a more and more detailed discussion of the 
“quality” of their earnings, under the two alternatives. “Quality” 
was closely associated with reasonably expectable dividends, the 
other of the immediately operative rights among the bundle requir- 
ing evaluation.” Recognizing that the Board of Directors could 
exercise considerable discretion in deciding on the level of actual 
dividend payments, the Commission still maintained that dividend 
prospects were an important consideration in the valuation process. 
Thus the Commission found it necessary to take into account all fac- 
tors influencing ability to pay cash dividends out of future earnings. 
In addition tofearnings stability, which is largely an operational mat- 
ter, and capital structure, these factors included the timing of the 
flow of funds from subsidiaries, the need of funds for debt retirement 
and capital expenditures, and such technical matters as contract re- 
strictions and statutory prohibitions on dividend payments. While 
restrictions on dividend payments produced unfavorable effects,’ so 
long as they lasted, the Commission also considered as an offsetting 


factor the necessity of giving “. . . adequate weight to the effect of 


19. Capitalized earnings value as well as book value of the system were computed 
frequently to demonstrate that they were less than the preferred stock liquidation value, 
but not to justify the allocation to the old securities. In later cases also there was a tend- 
ency to compute the capitalization rate required to equate the preferred stock’s claims 
on earnings under the plan of recapitalization to its liquidation value. Since the latter 
concept of value is usually entirely irrelevant in determining continuing investment value, 
such computations appear rather pointless. They certainly cannot be used to demonstrate 
the fairness of the proposed allocation. 

Market values of the old securities were rarely mentioned. In a more recent case in- 
volving valuation in cash, the use of market values of similar securities in arriving at 
proper earnings capitalization rates and investment values for the old preferred stock has 
proved acceptable to the S.E.C. 


20. See Answering Brief of S.E.C. 

In the Matter of Eastern Gas and Fuel Associates, U.S. District Court, Massachusetts, 
April, 1950, pp. 24-5: “In reaching its over-all judgment, the Commission equated the 
present claims and prospects of Eastern’s security holders with what they are to receive 
under the plan, considering not only the quantity of Eastern’s foreseeable earnings but 
their quality in the light of such factors as .. . the nature of the operations carried on 
by Eastern, its capital structure, the degree of stability of its earnings and the proportion 
of earnings which may be reasonably expected to be paid out as dividends.” 


21. See Eastern Gas and Fuel Associates, 30 S.E.C. 914 (1950): “. .. under comparable 
circumstances a dollar of earnings, all of which is available for the payment of dividends, 
has a greater value than a dollar of earnings, part of which must be retained in the 
enterprise.” 
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the retention of earnings upon the quantity and quality of future 
ear ““ Thus, substantially equivalent earning 
power has been interpreted by the S.E.C. as to require consideration 
of both quantitative and qualitative factors.** Dividends in and of 
themselves are an unimportant consideration though the availability 
of cash earnings is given weight in the determination of “quality.” 


Two-DiIscoUNT TECHNIQUE ACCEPTED AS MEANS 
oF CHECKING JUDGMENT 


No criticism can be made of this method of valuation so long as 
the pertinent factors influencing the risk positions of the classes of 
stock are adequately considered in each case. The Commission’s 
early unwillingness to apply a capitalization technique was in line 
with the reasoning that it tended to produce an illusion of certainty 
or exactitude where none existed. Eventually, however, after being 
faced with misinterpretations of the so-called United Light** method, 
and apparently realizing that very specific allocations were being 
made on the basis of judgment applied to very general considera- 


22. Ibid. This is in line with the Circuit Court of Appeals holding that comparisons of 
dividends by themselves were of “relative unimportance” since the result would be 
“. .. unduly to penalize” a company following a conservative policy of paying off debts 
and an up assets (Lahti v. New England Power Association, 160F 2d 845 [C.A. 1, 
1947] p. 853). 


23. The Supreme Court’s holding in S.E.C. v. Central-Illinois Corp., 338 U.S. 96, 143- 
44 was referred to by the Commission as justification for this interpretation. Referring 
to the Otis case, the Court stated that “. . . the Commission was required to apportion 
the Power common between the two classes by evaluating the expectation of income from 
the new stock and the risk factor of that stock in relation to the rights being surrendered.” 


24. Chief among these was the “single-discount technique.” The Commission’s decision 
was claimed to have been made on the basis of discounting the fifteenth year of the 
residual or second layer of earnings (the first year’s earnings applicable to old common 
stock) to present value and comparing this amount with the estimated average ‘annual 
earnings. 

The Commission later rejected this technique on the grounds that it failed “. . . to 
recognize the superior position of the preferred stock which was lost on recapitalization” 
(Eastern Gas and Fuel Associates, 30 S.E.C. 914 [1950]). This failure was demonstrated 
by looking at a hypothetical situation where no preferred dividend arrearages existed. 
In using the single-discount technique in this extreme situation value would be assigned 
entirely on the basis of the relative size of the layers of earnings available to the preferred 
and common stocks without consideration of the priority of claim or better quality of 
earnings of the preferred stock. However, where preferred dividend arrearages do exist 
it appears to the writer that the preferred stock’s priority of claim could logically be 
taken into account in choosing the capitalization rate for the first year’s earnings appli- 
cable to the common stock. 

As pointed out later, there is doubt that the Commission-approved two-discount tech- 
nique fully recognizes the preferred stock’s prior claim to earnings. It was also frequently 
claimed that the S.E.C. had not been fair to the preferred stockholders in that it had 
equated their earnings claims under the plan with their previous dividend requirements. 
As a matter of fact, there was not much discussion of “quality” of earnings in this early 
decision. 











—- © 9°53 = © ©) 3 - © oF. 


ao = 7 - Bes 


-~_ 


in non > a 


_— > oy ake al 


os PRP We fh YW 


Vs 


' Ve ~w 


~ wo mh 


=~ e VS 


- O - 


— 


Oe eee en ee 


oe of 





Preferred Stock Valuation in Recapitalizations 61 


tions,”> the Commission expressed qualified approval of the “two- 
‘discount technique.” In a brief to the U.S. District Court of Massa- 
chusetts the S.E.C. stated that this “analytical method designed to 
determine the present value of the preferred and common stocks 
might be used as a means of checking over-all judgment.”*® 

However, this technique appears completely logical only so long as 
the capitalization rates refer to the probability of realization of the 
layers as earnings. If the rates are chosen to measure the risk 
features attached to the preferred and common stocks (as the S.E.C. 
maintains in its brief) a substantial argument can be made for the 
use of a three-discount technique. A lower capitalization rate would 
be justified for the preferred arrearages area of the second layer than 
for the common stock area since preférred dividend arrearages have 
to be paid in full before any earnings are available for the common. 
Even if the assumption that all earnings are paid is maintained, there 
is no assurance that the estimate of average annual earnings applies 
to any fixed period of time like the first fifteen years. Whether the 
level of earnings over the first fifteen years might be higher or lower 
than the estimate of long-term annual average earnings, the preferred 
claim to arrearages would still be more certain of satisfaction than 
the payment of common-stock dividends. Thus the priority of the 
preferred-stock claim to arrearages can be taken into consideration 
only by choosing different capitalization rates for the two segments 
of the second layer of earnings. The apparent confusion between 
realization of earnings estimate and receipt of dividend payments has 
probably led to much of the criticism that this method of valuation 
compares preferred-dividend claims with earnings applicable to pre- 
ferred stock. 


25. In 1947 in the American & Foreign Power Co. case, the Commission had already 
pointed out the advantages of the capitalization method in measuring equitable equiv- 
alents when exchanges of securities of different seniority were involved. In determining 
the amount of the appropriate differential between the more certain claim of an old senior 
security and the less certain claim of a new junior security, the alternative “judgment” 
method was held to produce a result which was “. . . a matter of the broadest judgment 
and subject to the greatest controversy.” In contrast, by the capitalization technique 
“. , . comparative valuations are obtained in terms of a common denominator. The ele- 
ment of quality is thus taken into consideration and no longer remains a subject for the 
exercise of judgment unlimited by objective factors” (27 S.E.C. 41, footnote [1947}). 

At this point, the S.E.C. seems to have recognized the difficulty of justifying any 
es which has not fully analyzed and, where possible quantified, the available facts 
in the case. 


26. In the Matter of Eastern Gas & Fuel Associates (April, 1950), p. 30. Appendix A 
of this brief uses a hypothetical situation to demonstrate the procedure. This brief not 
only attempts to justify the Commission’s decision in the Eastern Gas & Fuel case but 
also presents a complete statement of the valuation principles and procedures used by 
the S.E.C. in holding company simplifications. 
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EFFECT OF Priority OF CLAIM TO EARNINGS ON QUALITY 


The priority of claim to earnings must be considered as part of the 
bundle of earnings rights contained in the preferred stock contract. 
What compensation has the preferred stock received for surrender 
of this right where, as is typically the case, only common stock has 
been allocated to the old preferred? This right might well have been 
given adequate consideration by the Commission in its judgment on 
quality of earnings.’ If so, there is usually no indication in its opin- 
ions of weight being assigned this factor. And in those situations in 
which it has been specifically considered the S.E.C. decisions usually 
have done little to strengthen the preferred stock’s priority of 
claim.** In fact, they raise the whole question as to whether in such 
cases the nominally superior stock is not actually inferior to the new 
common stock with an equal claim to earnings but possessing the 
right to vote. In the Puget Sound case, the Commission’s opinion 
reads: 


We have given consideration to the question whether fairness would require ad- 
ditional compensation to be allocated to the preferred on the ground that it is 
receiving a new common stock, nominally inferior to what they now have. Our 
conclusion is that fully compensating provision is made for the claims of the pre- 
ferred stockholders. . . . We are satisfied that the new common stock is in fact a 
better security than the present preferred, whose holders have been forced to sit 
idly by for many years without any return on their investment and without any 
means of taking effective action to better their condition. The plan makes the pre- 
ferred stockholders as a class, masters of their own fate.?® 


27. It has already been demonstrated that the priority of claim to earnings, so far as 
the current dividend payment is concerned, is automatically taken into consideration in 
using the “capitalization” method. Here the first layer of earnings, which is obviously 
more certain of realization than the second layer and thus may be capitalized at a lower 
rate, is allocated to the preferred stock on account of its prior claim to current dividends. 


28. In one special situation where the old preferred had a preferred claim against earn- 
ings of an underlying common stock and that common stock was now being allocated to 
the preferred, this priority of claim “was given specific recognition in considering quality” 
(Northern States Power Co. opinion, 27 S.E.C. 321, 358 [1948]). 


29. 13 S.E.C. 249 (1943). This conclusion seems to be at variance with the Supreme 
Court holding in the Otis case, reiterated in the more recent S.E.C. v. Central-Illinois 
Securities, 338 U.S. 96 (1949): “When by contract one class of stockholders is superior 
to another in its claim against earnings or assets that superior position must be recog- 
nized by courts or agencies which deal with the earnings or assets of such a company. 
Fairness and equity require this conclusion” (69 S. Ct. 1377, 1400 [1949]). 

It is one thing to hold that preferred stock is actually junior to common stock in the 
case of a preferred which is non-cumulative and where dividends need not be paid even 
though earned, as the Courts have done on occasion. It seems an entirely different and 
definitely unfair holding in the case of a stock which is cumulative as to dividends under 
the specific terms of the stock contract. This right has been given value in so far as the 
past accumulation of arrearages is concerned. How can it be held valueless so far as the 
future is concerned ? 
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Apparently, the only justification for such a holding was that the 
right to vote applied to the new common stock whereas the old pre- 
ferred stock had only “ineffectual voting rights.” This voting right 
was then given a value high enough to offset loss of all priorities of 
claim to earnings and assets. And this decision was reached in a 
situation where the S.E.C. had already ruled that an “inequitable 
distribution of voting power” existed. 

The Commission, of course, has always been greatly concerned 
that there should be no destruction of legitimate investment values 
through the operation of the Act. And undoubtedly, the Congress did 
inend that the Act should be administered so as to occasion the least 
harm to legitimate investment interests. But, in curing an inequity, 
for which Section 11 was partly designed, it hardly seems proper to 
assign significant value to the inequitable possession of a right by 
the old common stock,” which in effect is being done here. 

It would seem too, that the right of the old common stock to vote, 
even when combined with an unlimited claim to residual earnings, 
could not have much value in a situation where the accumulated 
arrearages of the preferred stock could not be paid off, and thus 
earnings made available for common for at least nineteen to thirty- 
five years. 

In the Eastern Minnesota Power decision of 1947, when consider- 
ing the changed status of the old preferred stock, weight was given 
to the management claim that dividends would be resumed on the 
new common stock after the recapitalization was effected.*' If the 
resumption of dividends was made feasible entirely through an im- 
provement in capital structure brought about by the plan, consider- 
ation of this factor as influencing the quality of earnings would seem 
appropriate. If it were due merely to the exercise of management’s 
discretion either to pay dividends now or to withhold them previous- 
ly, it would seem inequitable to assign value to the new common 
stock on this basis.** If this is done, management could act in such a 
way as to determine any value they might choose for the preferred 

30. The Courts have on occasion requested the S.E.C. to make new law in interpreting 
Sec. 1. This may well be an area where the making of new law could be justified. It 
should be recognized too that approval of the common stockholders is not required in 


holding company simplifications under the Act and that, therefore, their right to vote 
cannot be used to block a plan approved by the S.E.C. 


31. While the preferred stock has a present claim to annual dividends and the accu- 
mulated arrears, the holders thereof are receiving no current income. Under the plan, 
on the basis of the management’s representations, the preferred stockholders as holders 
of the new common stock, may expect current dividends” (27 S.E.C. 95, 105 [1947]). 


32. In fact, such a situation might well be given consideration as one of the special 
equities applicable to the preferred stock. 
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stock and thus justify what might otherwise be regarded as an ex- 
tremely inequitable exchange of securities. 


Various TyPEs OF INFLUENCE ON QUALITY 
AND THEIR EVALUATION 


The Commission’s discussions of the effect of changes in “quality” 
on value appear at times to involve consideration of different types 
of quality influence which, to avoid confusion, might well be con- 
sidered separately: 

1. Those arising merely from the substitution of one class of stock 
for another, typically of new common for old preferred stock, with- 
out any effect on the likelihood of realization of the estimate of total 
earnings available for stocks. 

It would appear that the preferred stock must be compensated for 
its priority of claim to earnings, involving both current dividends 
and arrearages, which is lost on recapitalization. The preferred 
should thus be allocated a claim against a greater share of earnings 
than previously, unless, of course, it can be demonstrated that elimi- 
nation of the preferred stock dividend limitation has significant off- 
setting value in the particular situation. Equity certainly would 
seem to require that no value should be assigned to the prospect of 
management exercising its discretion to withhold dividends from the 
preferred stock. 

2. Those affecting the quality of total earnings available for 
stocks. These include, primarily, changes which influence the likeli- 
hood of realization of earnings estimates as well as the availability 
of these earnings for cash dividend payments. To the extent that sub- 
stitution of common for preferred stock facilitates future financing, 
thus influencing the probability of realization of the earnings esti- 
mate, it should be considered also. It is difficult to see how the type 
of stock capitalization used can have any further effect upon the 
quality of earnings. 

For example, an improvement in capital structure in the plan for 
simplification might so reduce interest charges and increase earnings 
coverages that both the quantity of earnings available is increased 
and its quality improved. Allocation of new securities to the old pre- 
ferred stock might then be made on the basis of: (a) The value of 
the preferred stock’s claim to earnings, absent recapitalization.** If 
this standard is applied, the result would be to appropriate to the 

33. This also appears to be the principle adopted by the S.E.C. in cases involving an 


exchange of cash for prior claim securities. Here equitable equivalence is determined as 
the amount of funds required to replace the security with a similar security. 
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common stock all the advantages arising from the recapitalization 
with respect to additional earnings and improved quality. This would 
hardly constitute an exchange of equitable equivalents. (5) The rela- 
tionship between the value of the preferred stock claim and the 
common stock claim, absent recapitalization. The equitable equiva- 
lents of the old securities would then be determined by assigning 
them the same proportion of value in the recapitalized company as 
they held before recapitalization. In this case both the preferred 
stock and the common stock would participate in the increased earn- 
ings and improved quality of those earnings. Such a standard of fair- 
ness would require consideration of the value of the common stock 
claim, as well as the preferred, under the two alternatives. 

To argue that the quality of earnings applicable to the old pre- 
ferred stock has improved,** as the S.E.C. has done on occasion, is 
not a sufficient justification for any lesser allocation. For, at the same 
time that the quality of earnings applicable to preferred stock im- 
proved, there also must have been an improvement in the quality of 
the earnings applicable to the common stock. The problem is to allo- 
cate the increased value so resulting between the old preferred and 
the old common stock on an equitable basis. The suggestion here 
made is that the proportional allocation will provide such an equita- 
ble basis.*° 


Prior CLAIM ON ASSETS 


The adoption of the continuing investment value concept has 
meant that immediately operative rather than inchoate rights have 
been recognized as the prime determinants of value. Under the pre- 
ferred-stock contract claims against assets have applied only in the 
event of liquidation or redemption. It has also always been general- 
ly understood that the right to liquidate or redeem has resided in the 


34. In a situation where new preferred stock was allocated to the old preferred, the 
S.E.C. has even cited a lower preferred stock dividend rate among the factors indicating 
an improvement in quality of preferred stock earnings. Cutting the dividend on the pre- 
ferred certainly increases its earnings coverage. There is serious question about the 
applicability of such a principle, however; for, at the same time that the earnings cover- 
age of the preferred dividend is increased, additional earnings are made available to the 
residual common stock. If the adjustment in capital structure facilitates future financing 
and thus increases the quantity or improves the quality of future earnings, this increase 
or improvement applies to the common stock as well. It would appear inequitable to ig- 
nore the latter result and thus appropriate all the advantages of the adjustment to the 
common stock. 


35. The two-discount technique, when used, does result in such a proportional distri- 
bution, but it is subject to the limitation already discussed in arriving at the proper pro- 
portion. 
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common stock.*® And it is nearly inconceivable that the common 
stock would consider liquidating the company or redeeming the pre- 
ferred when to do so would obviously increase the value of the pre- 
ferred-stock claim. Thus, the prior claims on assets of preferred stock 
have normally been regarded as inchoate rights and given no weight 
in the valuation process. 

However, there are situations in which these claims have been 
assigned a significant influence in determining value: 

1. Where the call privilege existed—and assuming still that there 
was no likelihood of liquidation apart from the operation of Section 
11—the redemption or call price has been set as the maximum in allo- 
cating value to the preferred stock. Whenever earning power indi- 
cated a higher value for the preferred than, its contract redemption 
price, the latter was held to be controlling\ The reasoning used was 
that the common stock, by virtue of its voting power, was always in a 
position to bring about redemption of the preferred at the price set 
in the contract.** | 

2. Where there ‘was some prospect of liquidation apart from the 
operation of Section 11, that prospect has been considered among the 
bundle of rights to be evaluated. In such a situation the redemption 
premium has been held inapplicable.** Instead, the liquidation pref- 
erence, as stated in the contract, has been applied. 

However, mere possession of the power to liquidate has been held 
insufficient to make liquidation value the controlling factor.** If the 
evidence was also clear that as a matter of business judgment the 
stockholders would liquidate, liquidation preference would become 
the measure of value. Otherwise, it would be merely an additional 


36. There may be some question as to whether the voting power declared to be in- 
equitably distributed in many of these situations included the power to vote for liquida- 
tion or redemption. 


37. For example, in its opinion in the Pennsylvania Power & Light case the S.E.C. 
stated: “Obviously the option of obtaining the call price in cash is fair to the preferred 
stockholders, since the company has the right under its contract with the preferred stock- 
holders to redeem the preferred stock” (21 S.E.C. 152 [1945]). 

And again in the American Power & Light opinion: “The only significance of the call 
provision, therefore, upon a prepayment caused by Section 11 is that it ordinarily pro- 
vides a maximum figure for participation of the particular security, since the junior se- 
curity holders have a right to retire such security at the calk price quite apart from the 
impact of Section 11” (21 S.E.C. 197 [1945]). 

38. 17 S.E.C. 664 (1944). 


39. In the Northern States Power case, where the S.E.C. held: “. .. we do not regard 
the mere possession of the power, which might never in fact be exercised by so many 
scattered members of the class, as a justification for treating the liquidation preferences 
as a matured claim” (18 S.E.C. 831 [1945]). This suggests that a closely held stock 
possesses a valuable right which would not apply to a publicly held stock. 
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factor to be given appropriate weight.*° The weight assigned it has 
depended upon the nearness of the prospect of liquidation.** Appar- 
ently, the chief use of liquidation preference has been to set a maxi- 
mum value on preferred stocks in those cases where voluntary liqui- 
dation was a distinct possibility.* 

Very frequently it has been treated as the controlling factor in de- 
termining the value of prior preferred stocks and debentures.** In the 
case of non-callable stocks, which could be eliminated only by liqui- 
dation, the probabilities of liquidation apart from the Act have been 
given particular significance.** 

3. Where a substantial junior equity existed, the Commission has 
held that “. . . greater emphasis than otherwise might be accorded 
should be placed on these features (liquidation and redemption pref- 
erences) of the preferred stock.’”’* Again, it appears inconsistent with 
principle to have the weight accorded one of the bundle of rights in 
the preferred stock contract depend upon the size of the junior claim. 


SPECIAL OR COUNTERVAILING EQUITIES 


In a substantial number of cases, after valuing preferred stock on 
the basis of the present worth of the rights to earnings and assets in- 


40. 22 S.E.C. 717 (1946). 


41. Apparently, only a fairly strong probability of liquidation, absent the Act, has 
been assigned a positive value. For example, in the Standard Gas and Electric case 
“...a slight likelihood of liquidation” was ignored merely for the convenience of avoid- 
ing unwieldly fractions in distributions to many holdings (17 S.E.C. 328 [1944]). 

However, in the United Light & Power case the S.E.C. held that “. . . some possibility 
of voluntary liquidation . . .” would be sufficient to require a downward adjustment of 
an investment value fixed by comparison with similar securities where the probability 
of liquidation was negligible (22 S.E.C. 728 [1946]). 


42. See the S.E.C. opinion in the El Paso Electric case: “Solely on an earnings and 
dividend basis, the Series A preferred stock may well be worth more than $100 per share 
plus accrued dividends. However, appraisal of the stock on that basis is unrealistic in 
view of the charter limitation provision and the nonfunctional character of the com- 
pany ... we are satisfied that action taken by Engineers (which held common stock 
control of El Paso) to liquidate El Paso will constitute a bona fide exercise of its voting 
rights, existing wholly apart from Section 11, and that the proposed liquidation properly 
brings into operation the rights and limitations prescribed by the certificate of incorpora- 
tion for just such a contingency” (17 S.E.C. 664). 


43. There has been some question as to whether the Commission has consistently ap- 
plied the present worth doctrine in such cases by first demonstrating that earning power 
indicated a higher value than liquidation price. See Commissioner Healy’s dissenting 
opinion in the Cities Service case, 21 S.E.C. 237 (1945), as well as the implication in the 
preceding footnote that there is no need to appraise the stock on an earning power basis 
in such a situation. 


44, 22S.E.C. 717 (1946). 


45. United Public Utilities Corp., 28 S.E.C. 229, 244 (1949); see also Commonwealth 
and Southern Corp., 25 S.E.C. 572 (1947), and American Water Works and Electric Co., 
24 S.E.C. 607 (1946). 
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cluded in the contract, the S.E.C. has also considered the desirability 
of adjusting that value because of “special equities” claimed for the 
preferred stockholders. These equities have allegedly arisen from 
abuse of its fiduciary position by the parent company which exercised 
control through ownership of common stock. The claim has been ad- 
vanced that the public security holders have been adversely affected 
by mismanagement of the company’s affairs.*® As a result, subordi- 
nation of the rank or reduction in the relative participation of the 
parent company’s security holdings has been sought. 

In these instances the Commission has analyzed the company’s 
history and management in the light of the principles developed in 
the Deep Rock case.*' Accordingly, whenever the evidence was clear 
that elements of the Deep Rock doctrine applied, the Commission 
has held that it would be entirely unfair and inequitable for the con- 
trolling company’s shares to participate on the basis of the entire 
nominal amount of its claims.** Usually, however, a compromise set- 
tlement of the claims has been reached because: (1) In the opinion 
of the S.E.C. the circumstances have been clearly distinguishable 
from the Deep Rock case where the reorganization plan proposed to 
freeze out entirely the holders of preferred stock and where the in- 
solvency was due primarily to acts of mismanagement of the parent.*° 


46. The specific types of mismanagement charged have included insufficient and im- 
prudent capitalization, unsound financing, improper declaration and payment of divi- 
dends, and the exaction of profits through intercorporate contracts. 


47. In this bankruptcy reorganization case, Taylor v. Standard Gas & Electric, 306 
U.S. 307 (1939), the Supreme Court held that the creditor claims of the parent com- 
pany, Standard, must be fully subordinated to the claims of the preferred stockholders 
of Deep Rock because of “. . . Standard’s wrongful and injurious conduct in the mis- 
management of Deep Rock’s affairs.” 

The plan had previously provided for no participation by the preferred stockholders 
of the subsidiary Deep Rock in the reorganized company. Full priority had been ac- 
corded the large creditor claims advanced by Standard, which was also the parent and 
control stockholder of Deep Rock. 

Many of the transactions used as evidence of Standard’s claim were now held to be 
“... to the benefit of Standard and to the detriment of Deep Rock. All of them were 
accomplished through the complete control and domination of Standard and without 
the participation of the preferred stockholders who had no voice or vote in the manage- 
ment of Deep Rock’s affairs.”” See Spokane Gas and Fuel, 20 S.E.C. 593 (1945) for the 
S.E.C.’s acceptance of responsibility for applying these principles. 


48. For example, United Gas Corp., 16 S.E.C. 555 (1944) and Central States Utilities 
Corp., 26 S.E.C. 397 (1947). 

However, the Commission’s approach has not been to act as a court to adjudicate the 
worth of each of the many claims as in a suit for damages but “to weigh the claims and 
defenses asserted as integral elements in the bundle of rights of the claimants.” Their ob- 
ject has been to determine the extent, if any, to which fairness required that participa- 
tion should depart from the norm of pari passu treatment (Electric Bond & Share, 30 
S.E.C. 236 [1949]). 


49. Electric Bond & Share Corp., 30 S.E.C. 228 (1949). 
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(2) The ultimate determination of complicated issues of fact and 
law would be uncertain and time-consuming,” and (3) an evaluation 
of such claims appeared to be peculiarly a matter of judgment in 
each case.” 

However, any settlement proposed in a management plan has been 
carefully scrutinized on the ground that the plan’s treatment of spe- 
cial equities did not constitute an arm’s-length settlement of the 
claims advanced.” The burden of proving that the plan is fair and 
equitable has been placed upon the proponents of the plan.** The 
theory of full subordination of the management claim in a situation 
where the management and the public stockholders held the same 
class of stock has been upheld by the S.E.C.** 


50. National Power & Light Co., 22 S.E.C. 866 (1946) ; Central States Utilities Co., 
26 S.E.C. 397 (1947) ; American and Foreign Power Co., 27 S.E.C. 55 (1947) ; Electric 
Power & Light Corp., 29 S.E.C. 52 (1949) ; and Electric Bond & Share Co., 30 S.E.C. 
155 (1949). Offsetting countervailing equities were frequently advanced as defenses by 
the controlling common stockholders, thus further complicating the picture, e.g., Gen- 
eral Gas & Electric Co., 20 S.E.C. 81 (1945). 

The Supreme Court’s dictum with respect to the wisdom of settling conflicting reor- 
ganization claims by compromise rather than litigation has been quoted to justify this 
approach (Case v. Los Angeles Lumber Products Co., 308 U.S. 106, 130 [1939]). 

The District Courts in enforcing the S.E.C. plans have also upheld the Commission use 
of the compromise principle. Judge Leahy in the North American Co. case, 74 F. Supp. 
317, 318 D.Del., 1947, said: “Obviously the Commission did not take each claim and 
adjudicate its worth as a judge does in a traditional law suit. Behind the claims were 
multifarious and complex facts which might or might not support subordination. The 
problem, at bottom, called for a practical adjustment.” 


51. This is partly due to the difficulty, pointed out in the Deep Rock decision, of ap- 
proximating what the company’s situation would have been in the absence of misman- 
agement or, in the words of the opinion, “. . . had its fiscal affairs been conducted with 
an eye single to its own interests.” 


52. This resulted in substantial adjustments in the allocations to the four classes of 
stock in the American & Foreign Power case, 27 S.E.C. 55 (1947). 


53. “Questions as to whether fiduciaries have taken advantage of a position of con- 
flicting interest in which they have placed themselves are not lightly to be resolved in 
favor of the fiduciaries. . . . It is the responsibility of the proponents of the plan to satis- 
fy us that the plan is fair and equitable under Section 11 (e)” (Federal Water Service 
opinion, 22 S.E.C. 253 [1946]). 


54. In the Middle West Corp., opinion, 27 S.E.C. 232 (1947): “The theory on which 
the present plan has been proposed is to allocate specific amounts to public security 
holders and, because of claims asserted against its pari passu participation, to treat 
Middle West as the residual claimant receiving the balance after satisfying the rights of 
public security holders. In our view, this is a proper approach in passing upon the fair- 
ness of the plan to Middle West.” 


PERPETUAL FIRE INSURANCE 


Wixi1aM M. Howarp and Harry J. SOLBERG 


University of Florida and University of California 


THE PERPETUAL fire insurance policy, an oddity among insurance 
contracts, and unknown even to most insurance people today, was 
quite popular in some parts of the United States during the nine- 
teenth century. After more than two centuries of experience with 
this type of policy, Sweden still uses it extensively. Its popularity in 
the United States, however, has dwindled until currently only nine 
perpetual fire insurers can be found. The long-continued success of 
these insurers in their operations utilizing the perpetual plan—one 
has been writing perpetual policies for one hundred and fifty-six 
years—suggests an investigation of perpetual fire insurance and its 
use today might well prove both interesting and profitable. 

Fire insurance is generally written on a term basis, the premium 
paid purchasing insurance for a period of from one to five years. 
Perpetual fire insurance is written on a continuous basis, one com- 
paratively large premium or deposit paid at the outset buying insur- 
ance for an indefinite period. The single premium may be, but is not 
necessarily, returnable to the policyholder upon cancellation. The 
following definition of a perpetual insurance rate clearly defines per- 
petual insurance as well: “The perpetual rate of a risk is the per- 
centage rate which, multiplied by the amount of the policy, will 
produce a premium, the interest from which produces a sum suffi- 
cient to pay the annual premium. It follows that so long as the 
deposit remains with the insuring company, the insurance will con- 
tinue in force, inasmuch as the interest on the deposit pays the an- 
nual premium.” The coverage is never strictly perpetual, however, 
since the insured and the insurer both have the right to cancel the 
policy. 


DEVELOPMENT OF PERPETUAL FIRE INSURANCE 


Fire policies of the perpetual type were apparently written for a 
brief period in England beginning in 1674 and have been written in 
1. Charles A. Hexamer, “Fire Insurance Rates and Schedule Rating,” The Annals of 


the American Academy of Political and Social Science, XXVI (July-December, 1905), 
391. 
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Sweden since 1733.* The earliest ventures into the fire insurance 
business in this country were not on a perpetual plan, however. The 
Philadelphia Contributionship for the Insurance of Houses from 
Loss by Fire, founded in 1752 and recognized today as the nation’s 
oldest fire insurance company, followed the English pattern of 
writing all policies for a seven-year term during its early years. The 
premium took the form of a deposit to a common fund, the size of 
the deposit depending upon the amount of insurance and an evalu- 
ation of the hazard obtained by surveying the house to be insured. 
Each deposit was treated as a separate account and was charged 
with its proportionate share of losses and expenses and credited with 
interest earned. If a balance remained in an account after seven 
years, the insured could either withdraw it or apply it toward an- 
other seven years of coverage. In 1763 management of the Contribu- 
tionship decided to segregate interest earnings on deposits in another 
common fund in order to provide greater stability of company op- 
eration. Losses and expenses were to be paid from this fund rather 
than from deposits, with deposits to be drawn upon only if the fund 
of accumulated interest earnings was depleted.* This plan very close- 
ly approached perpetual insurance, for if interest earnings were suffi- 
cient to pay losses and expenses deposits would remain intact. 

The Act of Incorporation of The Mutual Assurance Society of Vir- 
ginia, passed by the General Assembly of Virginia in 1794, indicates 
that from the beginning it was the intent of that insurer to operate 
on a truly perpetual basis. In addition to charging an initial deposit, 
provision was made that'members could be required to pay such 
“quotas” or “requisitions” as were called for by the Society as a 
contribution to each loss incurred until such time as the funds of the 
Society had accumulated to a sufficient sum that the interest thereon 
would pay for all losses and expenses. The irregularity of the quota 
payments, however, displeased the membership. Since it was found 
to be impossible to pay losses and expenses from interest earnings 
alone, the Society modified its original plan in 1809 so that members 
were required to pay a regular annual quota.* The Society has con- 
tinued this system to the present time and the intended goal of a 
truly perpetual plan of insurance has not been reached. 


2. James Somers Smith, Jr., “Perpetual Fire Insurance? It’s as Old as Its Name,” 
Rough Notes (January, 1954), p. 24. 


3. John Bainbridge, Biography of an Idea (Garden City, New York, 1952), pp. 51-54. 


4. John B. Danforth and Herbert A. Claiborne, Historical Sketch of the Mutual Assur- 
ance Society of Virginia (Richmond, 1879), pp. 30, 119. 
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The first perpetual policy written in this country was issued in 
1801 by the Mutual Assurance Company for Insuring Houses from 
Loss by Fire of Philadelphia. The Philadelphia Contributionship 
followed the Mutual Assurance Company’s lead by converting to a 
perpetual plan in 1810.° Perpetual fire insurance not only had its 
American origin in Pennsylvania, but for the main part there it 
stayed and there it rose to its peak of popularity. As shown in Table 
1, perpetual fire insurance declined in relative popularity after 1873 
and in amount of coverage in force after 1900. (Comparative figures 
are not available after 1928 because fire insurance companies no 
longer publish figures on amount of insurance in force. Comparisons 
of figures such as premium volume and loss and expense ratios, 


TABLE 1 


COMPARISON OF AMOUNTS OF PERPETUAL FIRE INSURANCE AND TERM 
FIRE INSURANCE IN FORCE AMONG TWENTY PHILADELPHIA FIRE 
INSURANCE COMPANIES THAT WROTE PERPETUAL FIRE INSURANCE 


IN 1873* 
Perpetual 
Total Term Perpetual Insurance as a 
Insurance Insurance Insurance Percentage 
Year (millions) (millions) (millions) of Total 
1873 $ 437 $ 337 $100 22.8 
1900 2,491 2,122 369 14.8 
1928 22,748 22,530 218 .96 
* Data based on an unpublished study made by Mr. Walter L. Smith, secretary, The Phila 
delphia Contributionship for the Insurance of Houses Against Loss by Fire. 


which are generally considered significant, would be without mean- 
ing here because of fundamental differences in the makeup of such 
figures for term and perpetual insurance. ) 

It does not appear that the perpetual fire insurance idea was as 
well received in any other area, though it did find its way into Mary- 
land, Ohio, and Kentucky where perpetual insurers still operate. 


Topay’s PERPETUAL WRITERS 


There are eight mutual and one stock fire insurance company now 
writing perpetual fire insurance. The names of the companies, as well 
as the principal features of their operations, are shown in Table 2. 
The Insurance Company of North America, the one stock fire insurer 
writing perpetual insurance, and one of the largest fire companies in 
this country, continues to write some perpetual fire insurance con- 
tracts and to maintain existing contracts of this type in force pri- 
marily because of company tradition and as a service to policyhold- 


5. Bainbridge, op. cit., p. 57. 
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ers who have had this type of coverage for many years.® Perpetual 
fire insurance is the principal business of the other eight companies, 
all of which are quite old and relatively small. 

Two of the companies, the Bucks County Contributionship and 
the Farmers Fire Insurance Company, write five-year term policies; 
and one company, the Cincinnati Equitable Insurance Company, 
writes a seven-year term policy. The policies are perpetual despite 
their term basis, however, since no addition to the original deposit 
premium is required for purposes of renewal at the expiration of the 
term. The first two companies mentioned above charge policy fees 
of one dollar and five dollars, respectively, for renewing policies 
every five years. 

The fact that their policies are assessable tends to remove three 
of the companies from the perpetual class since the policyholder may 
be responsible for premiums in addition to the original deposit. One 
of these companies, the Washington Mutual Fire Insurance Asso- 
ciation, established in 1859, has never in its history made an assess- 
ment, however, and another, the Farmers Fire Insurance Company, 
has not found it necessary to levy an assessment since 1873. The 
third of these companies, The Mutual Assurance Society of Virginia, 
is the only one that distinctly deviates from the perpetual plan of 
operation, since, as has been indicated above, it requires payment of 
an annual “quota” by its members. The quota currently charged 
amounts to five cents per hundred dollars of insurance and may 
represent a substantial additional charge to be paid by the insured 
each year. This company may thus be distinguished as operating on 
a plan which resembles but does not completely fit the perpetual 
classification. 


CURRENT PERPETUAL OPERATIONS’ 


The perpetual fire insurers attempt to concentrate their writings 
on masonry dwellings subject to municipal fire protection. Most of 
them also write some frame dwellings and masonry institutional risks 
such as churches and schools. Three of the companies write some 
mercantile risks, principally those of masonry construction and 
moderate hazard. The writings of each of the companies are concen- 
trated in the immediate vicinity of the city in which the company 
is domiciled. This may include a county or several counties. Several 

6. This is not intended to indicate that the business results in a financial loss to the 
company. 


7. See Table 2. This topic deals largely with items included therein. 
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of the companies indicate, however, that they do write some business 
throughout their home states, and two are licensed to do business in 
one additional state. 

Five of the companies market their coverages through salaried 
employees, whereas the other four utilize the services of agents and 
brokers who receive commissions of 10 to 15 per cent.® Only four of 
the nine companies pay dividends to their policyholders. Provisions 
for dividends vary considerably, but in each instance dividends are 
stated as percentages of the deposit premium. The Bucks County 
Contributionship pays a dividend which in effect amounts to 10 per 
cent every five years, and the Cincinnati Equitable Insurance Com- 
pany pays a 20 per cent dividend every seven years. The Mutual 
Assurance Company pays an annual dividend of 24 per cent on 
policies which have been in force one to five years, 5 per cent on 
those in force five to ten years, and 10 per cent on those in force for 
ten years or more. The Philadelphia Contributionship pays a 10 
per cent dividend annually on policies that have been in force ten 
years or more. These dividends have been paid continuously for long 
periods—The Philadelphia Contributionship has paid at the present 
rate since 1875 and the Mutual Assurance Company since 1925.° 

Policies of all of the companies writing perpetual fire insurance 
are cancellable by either the insurance company or the insured. All 
but three of the companies return the entire deposit premium if the 
company instigates the cancellation. One of these three returns all 
but a small cancellation fee; the other two charge a substantial can- 
cellation fee when cancellation is effected by the company. Only two 
of the insurers return the entire deposit premium when the insured 
cancels, and one returns all but a small cancellation fee. Of the 
others, the Mutual Assurance Company returns 95 per cent of the 
deposit premium; the Cincinnati Equitable Insurance Company 94 
per cent, and The Philadelphia Contributionship 90, 95, or 100 per 
cent, depending on whether a policy has been in force less than three 
years, three to five years, or more than five years. The Mutual 
Assurance Society and the Washington Mutual Fire Insurance Asso- 
ciation apparently make no return of premium if a policy is canceled 
by the policyholder. 

8. Because the single premium for perpetual fire insurance is large, the amount of this 


commission is greater than the commission that would ordinarily be received by a broker 
for placing a one-, three-, or five-year policy. However, it is received only once. 


_ 9. The Mutual Assurance Company’s 24 per cent dividend on policies which have been 
in force from one to five years is an exception since it was an innovation added at a later 
date. 
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Although all of the perpetual fire insurers have control over trans- 
fers of policies to new owners of properties previously covered 
through the right of cancellation, four of them make specific restric- 
tions on such transfers. The Bucks County Contributionship and 
The Mutual Assurance Company permit transfer of policies only to 
blood relatives of the policyholder; The Philadelphia Contribution- 
ship permits transfers only to members of the insured’s family; and 
the Washington Mutual Fire Insurance Association permits only 
one transfer of a policy, and that must be to a blood relative of the 
insured. 

In addition to providing protection against loss by fire, ali of the 
perpetual insurers will cover the “Extended Coverage” perils.’® In 
order to do this without requiring an amendment of their “deed of 
settlement,” which was granted before the Revolutionary War and 
gives the company much broader powers than it would have should 
such an amendment be made, The Mutual Assurance Company or- 
ganized a wholly owned subsidiary, the Stock Insurance Company 
of the Green Tree, to write their Extended Coverage Endorsement 
as a perpetual coverage. At least two of the companies will also cover 
the perils of the Additional Extended Coverage Endorsement.” 

Each of the insurers stipulates maximum amounts of insurance it 
will write on various classes of risks. These maximums vary consid- 
erably among the companies. The Farmers Fire Insurance Company, 
for example, will write no more than $3,000 on frame dwellings, 
whereas The Philadelphia Contributionship will write a maximum of 
$15,000 to $20,000 on frame dwellings depending upon the com- 
pany’s classification of the particular risk. Reinsurance is utilized 
more in connection with extended coverage than with fire and is 
principally of the excess-of-loss type. 

Perpetual policies differ substantially from the policies written by 
other companies. No standard form of policy is required of perpetual 
fire insurers, but policies of other fire insurance companies must fol- 
low the wording stipulated in the statutes of the various states.’ 
The perpetual policies may include the charter or deed of settlement 

10. Windstorm, hail, explosion, riot, riot attending a strike, civil commotion, aircraft, 
vehicles, and smoke. 


11. Water damage from plumbing and heating systems, rupture or bursting of steam 
or hot water systems, vehicle damage done by vehicles owned or operated by the insured 
or any tenant, and snow and freezing. 


12. Perpetual operations are conducted in one of those small segments of the insurance 
business that have received special statutory treatment. The size and nature of the per- 
petual business make this possible and in some instances necessary. 
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under which, through legislative enactment, the company is per- 
mitted to conduct an insurance business. A deed of settlement that 
has not been amended since 1803 appears in The Mutual Assurance 
Company’s policy. Some of the perpetual policies contain provisions 
that are very similar to those found in the New York 1943 Standard 
Fire Policy which other fire insurers are required to use by statute 
in most states, but the provisions of other perpetual policies bear 
very little resemblance to it. A number of rather unusual provisions 
appear such as that found in the policy of the Washington Mutual 
Fire Insurance Association which states: “It is expressly understood 
that this policy shall not cover scorch or burn damage to furniture, 
upholstery, carpets, rugs, curtains, etc., when caused by cigarettes 
or kindred smoking products.” Although unusual, the provision is 
obviously quite helpful in defining coverage. Other provisions which 
have been included in the past but no longer appear in standard 
policies are still found in some perpetual policies; for example, the 
requirement that the interest of the insured be unconditional owner- 
ship unless otherwise provided. 

The rates quoted by the companies vary according to the con- 
struction, protection, and occupancy of the particular property be- 
ing considered. Fire rates may be as low as 1 per cent of the amount 
of insurance in the case of a protected masonry dwelling, or as high 
as 5 per cent for unprotected frame business property. Rates for 
extended coverage range from 0.5 per cent to 1.75 per cent. 


Cost COMPARISONS—TERM AND PERPETUAL FIRE INSURANCE 


A comparison of term and perpetual fire insurance rates on the 
same risk can be made by applying what might be considered a 
reasonable rate of interest to the premium deposit required for per- 
petual insurance. The resulting figure is roughly comparable to the 
term rate. For example, if the deposit required for perpetual fire 
insurance on a particular piece of property is $400 and a reasonable 
rate of interest is 5 per cent, the annual cost of coverage may be 
considered to be $20.00. Dividends paid by the insurance companies 
should also be taken into consideration. The resulting figures should 
not be taken as an indication of the efficiency of operations of the 
companies concerned. Investment income, expense ratios, loss ratios, 
sales expenses, and other factors can be expected to be substantially 
different for perpetual insurers and term insurers because of the 
character of operations. 

Comparisons of costs of insurance to the policyholder between 
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perpetual and term policies have been made by several of the com- 
panies. One such comparison follows in Table 3.'* 

The cost of the Contributionship policy is entirely an interest cost, 
whereas interest constitutes only a small part of the cost of the term 
policy. Thus, the comparison depends entirely upon the choice of 
an interest rate that is considered appropriate. 


TABLE 3 
ON A BRICK OR STONE DWELLING IN THE CITY 
Cost of $5000 insurance for 10 years 
Annual rate: 8 cents per $100. Contributionship perpetual rate: $2 per $100. 


5-yr. premium ($16) and compound interest at 3 per 
NI roi as eric a ut wninse ah eeeeata ae $ 21.50 
5-yr. premium ($16) and compound interest at 3 per 


Re i I shia vea wade ow tense ndee ce. 18.55 
Net cost of term policy in other companies for ten 

CIE IAA SE ee NE Rn See Pee $40.05 
Original $100 deposit and compound interest at 3 per 

IE Ie Sa oe Sa worse ecaw aman end wiring $134.39 


Deposit returned (if canceled at the end of 10 years) 100.00 


Net cost of perpetual policy in Contributionship for 
DPN pratt ned vod Gaik s dade We. cee eee aa 34.39 
Difference in favor of Contributionship policy... .. $ 5.66 


Note.—The cost of the Contributionship policy, if it is not canceled and continues in 
force, will be reduced by any dividends which may be declared after the tenth year. 


INVESTMENTS 


The perpetual mutuals invest a much higher proportion of their 
assets in equity securities than other types of fire insurance com- 
panies do. As shown in Table 4, at the end of 1954 the perpetual 
mutuals had 64.5 per cent of their assets in common and preferred 
stocks, as compared to 50.1 per cent for stock fire insurance com- 


TABLE 4 


COMPARISON OF INVESTMENTS OF PERPETUAL MUTUAL, 
OTHER MUTUAL, AND STOCK FIRE INSURERS, 1955 


Per Cent oF Tota ASSETS IN 


Common Preferred Other 
CoMPANIES Bonds Stocks Stocks Assets Total 
7 perpetual mutuals............... 29.4 55.0 9.3 6.1 100.0 
158 mutual fire companies. - 6 17.4 2.6 20.4 100.0 
163 stock fire companies. . . 36.7 44.3 5.8 13.2 100.0 


Source: Best’s Fire and Casualty Aggregates and Averages, 1955, pp. 56, 142, 146, 148, 170. 


13. From a pamphlet distributed by The Philadelphia Contributionship in 1955. Use 
of an annual extension plan for the term insurance whereby a rate credit is allowed for 
successive years of insurance up to five, but the premium is paid annually, would change 
the ten-year net cost of the term policy by only a few cents. 
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panies and 20 per cent for other mutual fire insurance companies. 
The perpetual mutuals apparently feel less restricted in their invest- 
ment operations than other types of fire insurers because they are 
able to maintain a substantially higher ratio of policyholders’ surplus 
to liabilities than are the others. The statutory restrictions on invest- 
ments for stock and mutual fire insurance companies are generally 
the same in the states in which the perpetual insurers are located. 
The principal difference in statutory provisions relating to invest- 
ments arises from a statutory specification of a limited number of 
items in which the capital of a stock company may be invested."* 


FUTURE OF PERPETUAL FIRE INSURANCE 


It is not at all inconceivable that competition and the current 
consideration that is being given to continuous fire insurance policies 
by the insurance industry will lead to a stimulation of some new 
interest in perpetual fire insurance. There is, most assuredly, no 
reason to expect perpetual fire insurance to disappear from the 
American insurance scene. Perpetual fire insurance represents a very 
small but strong and healthy portion of the fire insurance industry. 
The remaining perpetual insurers are firmly rooted in their small 
areas of operation and have every prospect of continuing their busi- 
ness operations indefinitely. 


14. See, for instance, 40 Purdon’s Pennsylvania Statutes Annoted 652, 912. 











SHORT-RUN EFFECTS OF STOCK MARKET 
SERVICES ON STOCK PRICES 


ROBERT FERBER* 
University of Illinois 


WHAT INFLUENCE do buy and sell recommendations of stock market 
services exert on the movement of the prices of particular stocks? Is 
it true that “buy” recommendations act to boost (and “sell” recom- 
mendations to lower) the prices of the stocks concerned temporarily, 
after which they slowly regain their former level? Or do these recom- 
mendations actually have little perceptible effect on stock prices? 

The present study represents an attempt to provide answers to 
such questions. Specifically, its objective is to ascertain what influ- 
ence, if any, stock market service recommendations to buy or sell 
particular stocks have on the prices of those stocks at the time of 
recommendation and shortly thereafter. A corollary objective is to 
determine whether the prices of these stocks had already begun to 
move in the direction indicated just before the issuance of the recom- 
mendation. 


How THE Stupy Was CoNDUCTED 


Four major stock market services were selected for study—Brook- 
mire Investors Service, Standard and Poor’s, United Business Serv- 
ice, and Value Line. Although no figures are available on the circula- 
tion of these and the myriad of other stock market services, there is 
little doubt that these four are among the largest in the industry and 
hence, presumably, among the most influential of such firms. A de- 
liberate effort was made to select large stock market services for this 
reason—that any effects such services might exert on stock prices 
would be most easily detected. The selection of these particular four 
was governed also by considerations of availability; complete files on 
the recommendations of the firms for the period covered were avail- 
able in the library of the University of Illinois or in the Library of 
Congress. No claim is made that these firms are representative of all 
stock market services. 


* The author would like to express his appreciation to V. Lewis Bassie, of the Uni- 
versity of Illinois, Imrie deVegh, of deVegh and Company, and Robert Summers, of Yale 
University, for helpful comments and suggestions. He would also like to thank Sidagouda 
Khot of the Bureau of Economic and Business Research of the University of Illinois for 
carrying out the statistical analysis. 
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The basis for the analysis was all buy and sell recommendations 
issued by these firms in their weekly market letters during the first 
three months of 1953. This was a period when stock prices were rela- 
tively steady, the Standard and Poor’s weekly index of 480 indus- 
trials moving from 199.0 at the beginning of the period to 198.5 at 
the end (though declining at one point in February to 193.7). Al- 
though price comparisons were to be made on a relative basis, such a 
period was considered desirable for facilitating the detection of price 
movements brought about primarily by the stock market service 
recommendations. The use of such a period also tends to impart 
greater reliability to the statistical tests carried out in this study (see 
footnote 3, p. 84). 

For all stocks for which buy or sell recommendations were made 
by any of these firms, price data were secured for the date on which 
the recommendation was made, for each of the five previous trading 
days, for each of the four following trading days (which meant for 
the remainder of that week, since except for holidays the recom- 
mendations were issued on Monday morning), and for the two pre- 
ceding and three following Wednesdays. The effect of the recom- 
mendation on the price of the stock is determined by comparing its 
movement with the price movement of a group of stocks in the same 
industry. If, for example, a recommendation is made to buy Ameri- 
can Can, the movement in the price of American Can immediately 
before and after the date of the recommendation is compared with 
the price movement of metal containers as a group. Price indexes for 
the latter and for 102 other subgroups are published by Standard 
and Poor’s on a weekly basis, using Wednesday’s closing price (or 
the last preceding price) as representative of the prices for the week. 

Hence on this basis, comparisons between the price movement of 
the stock recommended and the stock group can be made only on 
successive Wednesdays. At the same time, however, it would seem 
clearly desirable to make daily price comparisons at least for the few 
days immediately preceding and following the issuance of the recom- 
mendation. This has been done by using the Standard and Poor’s 
over-all daily stock price indexes—for industrials, for utilities, and 
for railroads—as the basis of comparison. Although this does not 
seem as satisfactory an approach as using industry subgroups,’ the 


1. On the other hand, this basis of comparison would even be preferable under certain 
conditions. Thus, if a particular stock was being pushed as representative of trends in the 
industry, it might, if effective, set off an equally strong price movement among other 
stocks in the group. As a rule, however, buy and sell recommendations are based pri- 
marily on conditions distinctive to the company involved rather than on the outlook for 
the industry generally. 
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alternate procedure of computing daily indexes of these subgroups 
was beyond the resources of this study. 

For inclusion in this study, a buy or sell recommendation had to 
be positive in nature. If the recommendation contained any statement 
to the effect that the stock could also be retained “for the long run” 
or “as a speculation on the outcome of particular negotiations,” it 
was discarded. Stocks included in a “master list” or a “supervised 
list” were also excluded unless a specific recommendation was made 
and a write-up provided of a particular stock during the period 
covered. Also excluded were repetitions of a particular recommenda- 
tion by the same service, though recommendations for the same stock 
were treated separately if made by different services, whether at the 
same time or not. Some objection may be raised to the latter pro- 
cedure because of the likelihood of the recommendations reinforcing 
each other. However, not to do so is to ignore the even greater fre- 
quency of duplicate recommendations by services covered in the 
study and the hundreds of others. One can only hope, therefore, that 
the sample is sufficiently large that the effect of the factor is miti- 
gated by the law of large numbers. 


Day-To-Day EFFECT OF THE RECOMMENDATIONS 


To judge from the data presented in Table 1, a recommendation to 
buy or sell a particular stock does tend to push the price of that stock 
in the direction indicated even after allowance for the movement of 
stocks in general. This table was prepared by comparing the relative 
price change in each recommended stock between the trading day 
prior to the issuance of the recommendation and each of the five 
succeeding days with the corresponding change in the appropriate 
Standard and Poor’s daily index—industrials, utilities, or rails. The 
percentages in the table indicate, for each interval of time, the pro- 
portion of the total number of stocks recommended for purchase 
(sale) that rose (fell) more than did the corresponding group index. 
Data are shown for each service separately (though not identified) 
as well as for all combined because consistency of results is clearly 
an important consideration in the study. The same finding would 
have very different implications if it were true of only one or two of 
the services rather than if it were uniformly true of all of them. 

Significance tests have been applied to the percentages in Table 1. 
Such tests are necessary because the percentages cannot be taken at 
their face value. If no recommendations had been made whatever on 
the particular stocks, one would expect half of the stocks to exceed 
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the group average purely as a result of erratic fluctuations.” Hence, 
the basic measure of effect of the recommendation is not the propor- 
tion of such stocks that moved in the proper direction more than did 
the group average, but rather whether a significantly higher propor- 
tion moved in this direction than would be expected as a result of 
erratic fluctuations. Since one would expect 50 per cent of the stocks 
to move more than the average because of erratic fluctuations, this 
involves the determination of whether the percentages in Table 1 are 
significantly (in a statistical sense) in excess of 50 per cent. 


TABLE 1 


PROPORTION OF STOCKS RECOMMENDED FOR PURCHASE (SALE) WHOSE 
RELATIVE PRICE INCREASE (DECREASE) DURING THE FIRST FIVE 
TRADING DAYS EXCEEDED THAT OF THE GROUP AVERAGE, BY DAY 
AND STOCK MARKET SERVICE 

ProportTION CHANGING More Tuan Group AVERAGE 
FROM TRADING Day Prior TO RECOMMENDATION TO 
RECOMMEND NUMBER 
ING First Second Third Fourth Fifth OF 
SERVICI Day Day Day Day Day STocK 


Buy Recommendations 


1 67%*  70%*  5%*  76%*  76%* 64 
2 65* 58 49 55 54 71 
3 55 66* 59 66* 67* 64 
4 . 64* 66* 66* 64* 69* 70 
Total 63* 65* 62* 65* 66* 269 
Sell Recommendations 
1 80* 70 80* 80* 80* 10 
2 60 60 80 80 80 5 
3 59 51 47 51 51 49 
4 75 67 67 58 75 12 
Total 04* 57 57 58 61* 76 
* Significantly above 50 per cent at .05 probability level 


As is evident from the numerous asterisks in Table 1, a significant- 
ly larger proportion of the buy recommendations moved up more 
than would be expected as a result of chance variations, using tic .05 
probability level as the standard of significance. This was true for 
each of the four services as well as for the total. The proportion was 
fairly uniform among three of the four services, though for Service 2 
a declining trend is apparent throughout the week. On the average 
nearly two out of every three stocks recommended for purchase rose 
more than the average between the trading day prior to publication 
of the recommendation and the date of issue. The increases between 

2. In a rigorous sense this is true only if there is no change in the group average. As 


noted previously, however, these averages changed very little during the period covered, 
so that for all practical purposes this statement remains valid. 
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the “zero” day and subsequent days occurred with about the same 
frequency and were also, accordingly, significantly greater than 
could be expected as a result of variation due to chance. 

It is important to note that, because of the use of the same base 
date in every case, successive increases over time are not independent 
of each other. This is also true of the significance tests. Thus, if the 
proportion of stocks rising more than the group average between 
“zero” day and the first day significantly exceeds 50 per cent, it is 
more likely than not that the proportion rising between “zero” day 
and the second day will also be statistically significant. Hence, the 
fact that all the buy percentages for, say, Service 1 are statistically 
significant cannot be interpreted as five independent verifications of 
the same result. Each percentage does indicate, however, that as be- 
tween “zero” day and the particular day under consideration the pro- 
portion of stocks that had risen more than the average was signifi- 
cantly more than 50 per cent. The significance of day-to-day changes 
is a question that will be taken up shortly. 

Contrary to the case of the purchase recommendations, the pro- 
portion of “sell” stocks declining more than the group average was 
not significantly above 50 per cent for three of the four services. 
However, it is noteworthy that the percentages of stocks declining 
were at least as large as the percentages on the buy recommendations 
for three of the four services. The small sample size would therefore 
seem to be the reason for non-significance in the other cases; if addi- 
tional sell recommendations had been added (by, say, extending the 
period of observation), significant results might have been obtained 
here too. On the other hand, this is clearly not true of Service 3, the 
only one to be represented by a statistically large number of sell 
recommendations. The stocks so recommended did not drop substan- 
tially more than the market on any of these days. 

On an over-all basis, these stock market services would seem to in- 
fluence the prices of the stocks recommended, though by no means 
universally.* This influence extends from the trading day prior to the 
recommendation over a period of at least five trading days afterward. 
However, as the comparisons in Table 1 are set up—with all price 


3. An alternative explanation might revolve around the ability of stock market serv- 
ices to predict future stock movements. Essentially, this raises the problem of “identifi- 
cation,” for much the same analytical techniques would be employed in testing whether 
the market services influence price movements or whether they are able to predict such 
movements and base their recommendations on the predictions of the price movements 
rather than of the outlook for the particular company. Fortunately, practical consider- 
ations serve to rule out this latter explanation as, with the exception of certain charting 
techniques, stock service recommendations are clearly not based on stock price forecasts. 





wt f4) ®w) = 





. 


o WwW US 


we Se lee CD 


s,‘—=——lUCNE 





Short-Run Effects of Stock Market on Stock Prices 85 


changes measured with reference to the “zero” day—there is no indi- 
cation of the day-to-day effect of the recommendations. Thus, is the 
greater price movement of recommended stocks between the “zero” 
day and the fifth day due to uniformly greater day-to-day price 
movements during the period, or is it entirely the result of, say, a 
sharp price movement during the first day and negligible (relative) 
price changes thereafter? 

To answer questions such as these, we turn to Table 2, which 
applies the same type of analysis shown in Table 1 to day-to-day 
price movements. The percentages in Table 2 indicate the proportion 


TABLE 2 


PROPORTION OF STOCKS RECOMMENDED FOR PURCHASE (SALE) WHOSE 
RELATIVE PRICE INCREASES (DECREASES) EXCEEDED THAT OF THE 
GROUP AVERAGE, BY SUCCESSIVE DAYS AND STOCK MARKET SERV- 


ICE 
PROPORTION OF STOCKS CHANGING MoRE THAN GROUP AVERAGE FROM 
RECOMMEND- Zero Day First Day Second Day Third Day Fourth Day NUMBER 
ING to to to to to oF 
SERVICE First Day Second Day Third Day Fourth Day Fifth Day STocKs 
Buy Recommendations 
1 67%" 55% 48% 62%* 64%* 64 
2 65* 48 33 55 52 71 
3 55 56 58 41 44 64 
Re 64* 51 57 64* 47 70 
,_ 63* 52 49 56* 52 269 
Sell Recommendations 
1 80 50 80 40 50 10 
2 60 60 60 20 80 5 
Bi. 59 55 49 49 59 49 
4. we ae 58 58 58 67 12 
7ou....... 55 55 47 61 76 


* Significantly above 50 per cent at .05 probability level. 


of recommended stocks that moved in the indicated direction more 
than the group average between each two successive days of this 
period. Contrary to Table 1, the percentages in Table 2 are largely 
independent of each other, as is also true of the significance tests.* As 
before, statistical significance tests are essential, for half of the 
recommended stocks would be expected to move more than the group 
average solely as a result of chance fluctuations. 

The data in Table 2 tend clearly to favor the second of the hy- 
potheses advanced above, namely, that the greater price movement 


4. The possibility of strong serial correlation effects in the price movements of some 
stocks is a qualifying factor, though such a phenomenon is not as characteristic of stock 
market prices as of other commodity prices, especially when the market averages are 
relatively stable. 
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of recommended stocks during the first week was largely the result 
of a sharp movement the first day with relatively minor movements 
thereafter. This is particularly evident for the buy recommendations. 
At the same time, the reaction is not monotonic, the pattern seeming 
to be a sharp increase in the proportion of recommended stocks 
outpacing the market on the first day, a decline in this proportion 
to at times well below 50 per cent by about the third day, and 
then another reversal thereafter. The sell recommendations exhibit 
the same pattern. This is a pattern which might well be explained if 
some users of a market service act immediately on receiving the 
recommendations while another, perhaps larger, group postpones 
taking any action for two or three days until it can secure more infor- 
mation or advice. 


LONGER-RUN EFFECT OF THE RECOMMENDATIONS 


When we consider the effect of the recommendations over a longer 
period, we are able to use the more comparable weekly Standard and 
Poor’s subgroup price indexes as the basis of comparison. The results 
of these comparisons are presented in Table 3, using prices on the 
Wednesday preceding the day of issuance of the recommendations as 
the base date for measuring price changes. 

Despite the shift in the indexes employed for comparison, it is 
apparent from Table 3 that the immediate effect of the recommenda- 
tions is much the same as before. Approximately two-thirds of the 
stocks recommended for either purchase or sale had moved in the 
first week more in the direction indicated than had the appropriate 
subgroup index. For the buy recommendations of all four services, 
the percentages were statistically significant or nearly so.> In the 
case of the sell recommendations, the proportions for three of the 
four services are above 50 per cent, for two services significantly so. 
As before, Service 3 does not exhibit a good record in this respect, 
which is rather curious considering that its buy recommendations 
appear at least as effective as those of any of the other three services. 

The picture continues to look the same for succeeding weeks as 
well, though, as with the daily figures, these successive changes in 
time are not independent of each other and must be treated with 
caution. Table 3 makes it clear, however, that the effect of most of 
the market service recommendations is not short-lived. The move- 
ment of the majority of the stocks recommended was still in excess 


5. The latter is true for the buy recommendations of Service 2; the percentage is sig- 
nificant at the .09 probability level. 














s PROPORTION OF STOCKS RECOMMENDED FOR PURCHASE (SALE) 
a WHOSE RELATIVE PRICE INCREASE (DECREASE) DURING THE 
2 FIRST FOUR WEEKS EXCEEDED THAT OF THE SUBGROUP AVER- 
‘ AGE, BY WEEK AND STOCK MARKET SERVICE 
} PRoporTION CHANGING MORE THAN SUBGROUP AVER- 
; AGE FROM WEDNESDAY PRECEDING RECOM- 
1 MENDATIONS TO WEDNESDAY OF 
t RECOMMEND- NUMBER 
ING First Second Third Fourth or 
f SERVICE Week Week Week Week Stocks 
~ Buy Recommendations 
5 1 62%* 63%* 65%* 54* 63 
‘ ei 58 69* 63* 48 71 
2 58 69* 63* 48 71 
Bes 66* 64* 67* 69* 64 
Be ia: . 70* 62* 61* 51 69 
Total...... @& 65* 64* 55 267 
Sell Recommendations 
c 1 90* 80* 80* 67 10 
1 2 80 80 60 80 5 
3 52 44 37 52 49 
oe 75* 92* 75° 75* 12 
D Total. 63* 59* 50 60* 76 
‘ * Significantly above 50 per cent at .05 probability level. 
5 TABLE 4 
- PROPORTION OF STOCKS RECOMMENDED FOR PURCHASE (SALE) WHOSE 
p RELATIVE PRICE INCREASE (DECREASE) EXCEEDED THAT OF THE SUB 
2 GROUP AVERAGE, BY SUCCESSIVE WEEKS AND STOCK MARKET SERVICE 
PROPORTION OF STOCKS CHANGING MORE THAN 
> M 
SuBGROUP AVERAGE FROM 
£) RECOMMEND- Zero Week First Week Second Week Third Week NUMBER 
p ING to to to to OF 
= SERVICE First Week Second Week Third Week Fourth Week STOCKS 
) Buy Recommendations 
1 62%* 52% 52% 43% 63 
’ 2 58 48 58 56 71 
5 3 66* 52 50 48 64 
4 70* 61 42 43 69 
| Total 64* 53 51 48 267 
s : 
i Sell Recommendations 
a 1 90* 20 60 78 10 
1 2 80 80 80 60 5 
f I 3 52 38 49 67* 49 
| + 75 75 50 67 12 
- Total 63* 44 53 68* 76 





* Significantly above 50 per cent z 


TABLE 3 


.05 probability level 
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of that of the average of the particular subgroups as late as four 
weeks after the recommendation. 

The effect of the stock market services on the week-to-week fluc- 
tuations of the stocks recommended is shown in Table 4. This table 
is similar to Table 2 portraying the day-to-day effect of the recom- 
mendations, and shows what proportion of the recommended stocks 
moved in the indicated direction more than the particular subgroup 
average between each two successive Wednesdays of this initial four- 
week period. 

It is pretty clear from these data that the principal effects of the 
recommendations take place during the first week. For the buy rec- 
ommendations, little effect is evident thereafter. The sell recom- 
mendations exhibit a somewhat different pattern, a noticeable upturn 
in the proportion of these stocks outperforming the market occurring 
in the fourth week after issuance of the recommendations largely due 
to better (downward) performance of the stocks recommended for 
sale by Service 3. To what extent this may be a “delayed action” re- 
sponse to that service’s earlier recommendations is difficult to say. 


MAGNITUDE OF CHANGES IN PRICE AND TRADING VOLUME 


So far we have seen that the prices of stocks recommended by the 
services do generally move more in the direction indicated than do 
similar stocks not recommended. However, the practical significance 
of the movements has yet to be assessed. How large are these move- 
ments, both in terms of prices and in terms of trading volume? Are 
they substantial or are they so small that from an investor’s (or an 
economic) point of view they possess little significance? 

Price effects —In an absolute sense, the price movements of the 
recommended stocks were small. This is shown in Table 5, which 
compares for each service the average percentage change of the 
“buy” stocks and of the “sell” stocks over four different time periods 
with the corresponding change in the Standard and Poor’s over-all 
index. The latter figure was obtained for each service separately by 
weighting the change in the index by the number of stocks recom- 
mended for sale or purchase by the service during the particular 
week. Because the latter figure varied for each stock market service, 
the weekly changes in the Standard and Poor’s index had to be 
weighted differently for each service. Weekly comparisons were 
based on the movement of the appropriate Standard and Poor’s 
weekly index. 

On an over-all basis some movements of the recommended stocks 
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run counter to the recommendations. Thus, at the end of four weeks 
the prices of stocks recommended for purchase by Services 2 and 4 
were lower than before by 1.1 per cent and 0.6 per cent respectively. 
Services 1 and 3 demonstrated a better record on purchase recom- 
mendations but performed more poorly than the others on the selling 
side. This is especially interesting when we consider that Services 1 
and 3 were neither bullish in the aggregate nor were Services 2 and 4 
especially bearish; in fact, Service 3 recommended a proportionately 
much higher number of stocks for sale than any of the other services. 

The small percentage changes shown in Table 5 are likely to be 


TABLE 5 


COMPARATIVE PRICE MOVEMENT OF RECOMMENDED 
STOCKS AND OF ALL STOCKS 


AVERAGE PERCENTAGE CHANGE DURING GIVEN PERIOD* 
REcoM 
MENDING Daily Basis Weekly Basis 
SERVIC Stock CATEGORY D-1 D—-1 D—3 D-—3 
to D to D+4 to D+2 to D+17 
1 Buy recommendations 0.5% 0.6% 0.9% 1.0% 
Sell recommendations —1.2 —3.8 —5.2 —3.5 
S and P index —0.2% —1.0% —0.2% 0.2% 
2 Buy recommendations 0.5 0.7 0.7 —1 
Sell recommendations 0.3 —4.9 —3.2 —6.9 
S and P index —0.1 —0.6 —0.2 —1.4 
3 Buy recommendations 0.1 0.4 1.6 1.1 
Sell recommendations —0.2 —0.6 0.3 —1.2 
S and P index —0.1 —0.7 0.1 —0.9 
4 Buy recommendations —0.1 1.1 0.8 —0.6 
Sell recommendations —1.4 —3.9 —2.5 —7.0 
S and P index -—~0.4 —0.5 —0.3 —-1.8 


* D-k represents the kth trading day before issuance of the recommendation 


misleading for two reasons. One reason derives from the nature of the 
period studied; with virtual stability of stock prices, fluctuations of 
most individual stocks are likely to be minor relative to fluctuations 
in more active periods. Secondly, Table 5 covers at most four weeks, 
whereas most percentage gains tend to be scrutinized in annual 
terms. 

We can assess these percentages in Table 5 in a more practical 
light by assuming that a person invests a given amount, say $1,000, 
in each recommendation for periods of one week and four weeks, 
alternately. (This assumes also for the sell recommendations that 
the investor sells short in each case and covers himself in turn at the 
end of a week, and second after four weeks.) On this basis, how 
would a hypothetical investor have fared with each of the four serv- 
ices? 
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The return that would have been obtained from following the ad- 
vice of each service in turn is shown below. 


AVERAGE RATE oF RETURN ON 
INVESTMENT IF STOCK SOLD AFTER 


SERVICE One Week Four Weeks 
1 1.49% 1.34% 
2 0.86 —0.57 
3 1.04 1.14 
4 1.05 0.51 


The foregoing figures, however, make no allowance for brokerage 
and other transfer costs, and when these costs are taken into account 
it becomes evident that transactions have to be fairly large before 
any profits could be realized on short-run sales. This is shown when 
the “in-and-out” rate on round lot transactions is related to the size 
of the transaction, as is done below. 


BROKERAGE COMMISSION 
Percentage of 


TRANSACTION Amount Transaction 
$ 1,000 . $25.00 2.50 
3,000 47 .50 1.58 
5,000 62.50 1.25 
7,000 65.50 0.94 
10,000 70.00 0.70 


Since transfer taxes are not included either, it is clear that even 
with Service 1—the most successful by the preceding tabulation— 
short-run profits through the use of such services are possible only 
when individual transactions are well above $5,000. Once again, 
however, it must be emphasized that the period covered was one of 
virtual stability. Had a period been selected with a pronounced 
market movement, the short-run profit potential might have been 
altered considerably. 

Trading volume.—The effect of the recommendations on trading 
volume was considerably sharper than on price movements. The 
principal effect occurred on the day the recommendations were first 
issued, the average trading volume of stocks recommended by any 
of the four services more than doubling relative to the previous trad- 
ing day. It is rather surprising, however, that trading volume, though 
subsiding somewhat thereafter, remained fairly high, especially for 
purchase recommendations. As late as four weeks after the issuance 
of the recommendation, the average daily trading volume in the 
recommended stocks for purchase was 40 to 50 per cent higher than 
just prior to the recommendation. By comparison, over-all trading 
volume on the New York Stock Exchange during this period regis- 
tered virtually no change. 
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Prior MOvEMENT OF RECOMMENDED STOCKS 


To what extent were the prices of the stocks recommended by the 
services outpacing the general market in the direction indicated 
even before the recommendations were published? Positive evidence 
on this point would not mean that the recommendations are made on 
this basis. Rather, it would point to two other leading possibilities. 
One is advance leaks of the recommendation, enabling enough people 
to trade in the stock to swing it in the indicated direction before 
publication. 

Second, for one reason or another the stock may already have 
been moving in the direction to be recommended. Thus, the informa- 
tion underlying the recommendation may have been available to 
others who had already come to the same conclusion. Publication of 
the recommendation would then only supply an added stimulus to a 
movement which very likely would have taken place anyway. 

Evidence confirming the possibility would cast serious reservation 
on causal interpretations of the preceding findings, for it would sug- 
gest that the relationship noted between a recommendation and the 
subsequent movement of a stock is spurious and is a result of more 
general considerations underlying both phenomena. 

Prior movement of recommended stocks is, therefore, of some 
importance to the central objective of the present study. The deter- 
mination of this movement is based on three tests, which are de- 
scribed in the remainder of this section. 

1. Significance of prior movements.—The proportion of recom- 
mended (really, to-be-recommended) stocks moving more than the 
appropriate group index in the direction indicated is computed on a 
day-to-day and week-to-week basis for the week prior to issuance of 
the recommendation. The significance of the excess of each of these 
proportions over 50 per cent is determined by the usual statistical 
probability tests. This is the same approach used in the preceding 
sections, and indicates the extent to which the to-be-recommended 
stocks had been outperforming the market in the immediate past. 

The results of this test are shown in columns 2-5 and 7 of Table 6. 
These data indicate no statistically significant tendency for the 
recommended stocks, on the whole, to outpace the general market 
prior to the date of the recommendation. This is true for both the 
daily comparisons and the weekly comparisons. At the same time, 
the daily comparisons reveal a noticeable price trend in the propor- 
tion of stocks recommended by Services 3 and 4 as the date of issu- 
ance comes nearer. Such a trend is clearly evident for the buy recom- 
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mendations of both services and for the sell recommendations of 
Service 3.° In addition, it is noteworthy that in these three instances 
the percentage of recommended stocks outpacing the market on the 
date of issuance of the recommendations is little higher (and is even 
lower in one case) than the corresponding percentages for the pre- 
ceding trading day. 

2. Comparative change-—The proportion of stocks moving more 
than the corresponding group index in the appropriate direction is 
compared with the corresponding proportion just after issuance of 


TABLE 6 


PROPORTION OF STOCKS RECOMMENDED FOR PURCHASE (SALE) WHOSE RELATIVE 
PRICE INCREASES (DECREASES) OUTPACED THE GROUP AVERAGE PRIOR 
TO THE RECOMMENDATION BY STOCK MARKET SERVICE 


(1) (2) (3) (4) (5) (6) (7) (8) 
Reco Darty Basis* WEEKLY Basis* 
MENDING D-—5 to D—4 to D—3 to D—2 to D—1 to D-8 to D—3to 
SERVICE D-4 D-3 D—2 D-1 D D-3 D+2 

Buy Recommendations 

1 52% 56% 46% 49% 67%t 46% 62%t 

2 56 54 58 47 62T 59 58 
3 42 51 50 56 55 52 66t 

4 36 50 57 58 64t 55 70t 

Total 47 53 53 53 62T 52 66T 
Sell Recommendations 

1 60 50 60 50 80T 50 90T 

2 40 80 20 40 60 20 80 

3 43 49 51 51 59 55 52 

4. 41 67 50 50 75 58 75 

Total 46 62T 45 48 68t 53 63T 
* D-k represents the &th trading day before issuance of the recommendation. 
t Significantly above 50 per cent at .05 probability level. 


the recommendation (the first column of figures in Tables 1 and 3). 
If the two proportions are about the same, publication of the recom- 
mendation is clearly not having much effect. 

The results of this test are evident in Table 6 by comparing 
columns 2—5 with column 6 for the daily movements, and column 7 
with column 8 for the weekly movements. Clearly they do not bear 
out the hypothesis. In the majority of comparisons the proportion of 
recommended stocks exceeding the market in the indicated direction 
is much higher after issuance of the recommendation than before, 
especially on the buy recommendations. Therefore, the issuance of 
the recommendations is having a noticeable effect. 


6. The erratic variations in the percentage shown for the sell recommendations of 
Service 4 may well be due to the small number of stocks covered—12. 
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3. Continuity of movement.—Of the stocks moving more than the 
group average immediately after issuance of the buy recommenda- 
tion, the proportion is computed that moved up just before publica- 
tion. The same statistic for the stocks not moving more than the 
group average is computed. If the former percentage is considerably 
in excess of the other, it would provide some evidence, albeit circui- 


TABLE 7 


PROPORTION OF RECOMMENDED STOCKS EXCEEDING (NOT EXCEEDING) GROUP 
AVERAGE AFTER ISSUANCE OF RECOMMENDATION THAT EXCEEDED 
GROUP AVERAGE ON PRIOR TRADING DAY OR WEEK 


WEEKLY Basist 


Darty Basis* Number 
Number Proportion of Those Moving in Moving Proportion 
Com- Moving Given Direction on D/D—1 in Given Which 
REcoM- PARATIVE in Given Which Had Risen on Days... Direction Had Risen 
MENDING MoveE- Direction D-1 D—2/ D-3/ D-—4/ on D+2 on D—3 
SERVICE MENT on D/D—-1 D—2 D—3 D-4 D-—5 D-3 D-8 
Buy Recommendations 
ee .. More 41 16% 59%t 49% 44% 39 39% 
Less 22 59 22+ 73 68 24 58 
Bi cccees Bee 45 51 51 56 53 40 63 
Less 25 40 72 48 68 31 61 
a 35 57 40 69F 40 42 50 
Less 29 55 62 31t 48 22 57 
ecu. arale 44 57 43 57 45 48 52 
Less 25 64 64 36 32 21 67 
Total... More 165 53 48 57T 46 169 51 
Less 101 54 54 46t 53 98 60 
Sell Recommendations 
ee More 20 50% 50% 60% 65% 24 42% 
Less 29 48 45 45 45 26 46 
Total... More 27 48 56 56 59 29 48 
Less 49 51 45 39 49 48 44 


* D-k represents the kth trading day before issuance of the recommendation. 
_t More (less) proportion significantly exceeds less (more) proportion at .05 level for buy (sell) recommen- 


dations. 

tous, that issuance of the recommendations did not have as much 
effect as has been apparent heretofore; and similarly for the sell 
recommendations. 

Table 7 provides data for this third test, showing the comparative 
movement of stocks exceeding and not exceeding the group average 
on the date of recommendation and on the prior trading day. For 
sell recommendations, data are presented only for Service 3 and for 
the total, because the sample sizes for the other three services are too 
small when subclassified by direction of movement for comparison to 
be feasible. 

As in Table 5, the data in Table 7 exhibit no general tendency for 
stocks outpacing the market immediately after their recommenda- 
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tion to have been acting in the same manner just prior to the recom- 
mendation. There is little indication, even aside from the statistical 
significance tests, for “buy” stocks which outpaced the market on the 
day of recommendation to have acted in a similar fashion any more 
so than did “buy” stocks which did not outpace the market on the 
day of recommendation; and similarly for the “sell” stocks. The 
same is true when comparisons are made on a weekly basis instead of 
on a daily basis. The few statistically significant comparisons are 
scattered sufficiently that even they possess little meaning.’ 


CONCLUSION 


The evidence of this study, albeit limited, is that in the very short 
run, stock market service recommendations tend to influence the 
prices of approximately two-thirds of the stocks in the direction in- 
dicated even after allowance for the movement of stocks in general 
or of other stocks in the same industry classification. These move- 
ments are generally more than would be expected solely as a result 
of erratic variations in market prices, and the effect lasted for most 
stocks at least four weeks after the recommendation. At the same 
time, the magnitude of the effect is not substantial and would require 
individual transactions well over $5,000 before a profit could be real- 
ized on the resultant short-term swings. 

The general pattern of movement of the recommended stocks dur- 
ing the first week after issuance of the recommendations appears to 
be a relatively sharp increase in the proportion of stocks outpacing 
the market in the first day, a decline for a day or two thereafter, and 
then another, though secondary, upsurge. This pattern is particular- 
ly evident for the “buy” recommendations; its absence for the “sell” 
recommendations may be due to the small sample sizes involved. 

That the foregoing influences are caused by the stock market 
service recommendations themselves rather than by any outside 
forces or by “bandwagon reaction” of the services is indicated by the 
failure of the recommended stocks as a group to outpace the market 
as a whole in the week or two immediately preceding the recom- 
mendation. Individual exceptions did exist but were largely inconse- 
quential relative to the total. 

It is important to stress that these findings are based on an analysis 
of the recommendations of only four stock market services covering 
a period of three months. No claim is made regarding the representa- 


7. Thus, at the .05 probability level, one would expect on the average one test in every 
twenty to yield an erroneous verdict of significance purely as a result of chance variations. 
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tiveness of the services, which were picked largely because of their 
wide coverage and easy availability. The extent to which the period 
studied—tthe first three months of 1953—influenced the results is 
also an unanswered question, particularly the extent to which the 
foregoing results might be modified in a period of broad market 
changes. However, to the extent that these findings are valid, it 
would appear that the stock market services definitely contribute to 
the variation of prices on the exchange markets. Furthermore, they 
would seem to be a largely independent force in this respect, though 
it may be argued that the services were forewarned of developments 
which ultimately would have moved the recommended stocks in the 
indicated direction anyway. This, however, is a moot point. 








A NOTE ON TIME DEPOSIT INTEREST RATES 


LEONARD W. WEIss 
San Jose State College 


Increasing interest rates on time deposits in recent years, and the 
Federal Reserve action to increase the maximum rate in January, 
1957, in particular, have been associated with a period of increas- 
ingly scarce credit and a tight money policy. This note will attempt 
to show, however, that under quite plausible conditions, such a rise 
in interest rates may well increase the public’s liquidity and expand 
the supply of credit unless offset by other actions of the monetary 
authorities. 

Presumably a rise in time deposit interest rates will lead to an 
increase in commercial bank time deposits either at the expense of 
demand deposits directly, of other saving institutions such as saving 
and loan associations and mutual saving banks, or both. Both shifts 
will lead to an ultimate reduction in total demand deposits. A direct 
shift from demand to time deposits of AT will reduce the required 
reserve by (R — r)AT (where R is the reserve requirement against 
demand deposits and r is the reserve requirement against time de- 
posits). If the resulting excess reserves are fully used by the banks 
to expand credit and if only demand deposits are affected by this 
expansion, there can be a subsequent increase of demand deposits of 

R-? .. 
RR Al . 
Clearly, if any reserves are held against time deposits at all, the 
possible increase in demand deposits must be less than the reduction 
which accompanied the initial shift to time deposits. The ultimate 
change in demand deposits is 

-ar+"5 “AT or — 5 AT. 

Using values of 5 per cent and 18 per cent for r and R respectively, 
demand deposits would ultimately be reduced by only 28 per cent 
of any increase in time deposits. The suggestion is that, while the 
formal money supply is reduced, the supply of near money is so 
greatly increased in the process that the liquidity of the community 
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is increased, if anything, and its behavior may be expansionary as 
a result. 

If time deposits grow at the expense of other forms of financial 
savings, such as saving and loan associations and mutual saving 
banks, the effect on demand deposits will be similar. To meet their 
depositors’ withdrawals, these institutions must draw down their re- 
serves and convert their assets into cash. These actions will result in 
an initial destruction of demand deposits by exactly the amount of 
the new time deposits, and a possible ultimate restoration of demand 
deposits of 

R-r 

—,— 47, 
as outlined above. If the shift had been from savings bonds, the 
Treasury would have to turn to other types of financing, reducing 
demand deposits by the same amounts as in the other cases. In any 
event, if the shift is from other forms of financial savings there will 
be a reduction in these other “near moneys” as great as the increase 
in time deposits so that the liquidity of the community will almost 
certainly be reduced. 

Probably more important than this uncertain change in the money 
supply is the possible effect on the availability of credit. If the shift 
to time deposits comes primarily from demand deposits, the result 
will be an expansion of lending, but if it is from other savings institu- 
tions, it is likely to mean a reduction in lending. A shift from demand 
deposits will release reserves of (R —r)AT which will permit an 
increase in commercial bank credit of 


‘BA (R= nat or(1+r-R-Z)ar. 


So long as x is less than R, this change will be positive, indicating 
that some expansion in credit is possible. Using 5 per cent and 18 per 
cent for ry and R once more, additional credit equal to 59 per cent of 
any deposits shifted is possible. This probably understates the ex- 
pansionary effect of the shift since secondary as well as primary 
reserves are customarily lower for time deposits than demand de- 
posits, and long-term credit, especially real estate credit, is generally 
expanded as time deposits grow. 

If additional time deposits are gained at the expense of deposits at 
saving and loan associations or mutual saving banks, the availability 
of credit will be reduced. Such institutions will have to reduce their 
assets other than cash by (1 — y)AT where y is the reserve ratio 
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maintained by these institutions. This can be set against the increase 
in commercial bank credit made possible of 


(14+7-R-F)ar. 


Adding the two we get 
(1+7-R-Z)ar—(1-yar=(4+r-R-Z)ar. 


Within the present limits of R and r for member banks in the Federal 
Reserve system, this expression would be negative unless y were at 
least as large as 35 per cent. Assuming values of 5 per cent, 5 per 
cent, and 18 per cent for y, 7, and R, a shift of deposits from other 
saving institutions to time deposits at commercial banks would reduce 
credit available by at least 36 per cent of the amount of deposits in- 
volved. If the additional time deposits had been bid away from sav- 
ings bonds, the effect would be like a shift of funds from a savings 
institution that held only government bonds as assets and for which 
y was 0, since the Treasury would have to sell other securities to the 
public to replenish its funds. Total credit available to private bor- 
rowers might be reduced a little more than in the previous cases, but 
credit available for long-term loans might be increased rather than 
decreased. 
Lending can increase by 


r 
(1+ r—R —f)a D 


(where 4D represents time deposits that grow at the expense of de- 
mand deposits) and it will decrease by 


(v+r-R ES 


(where AS is the growth in time deposits at the expense of deposits 
at other savings institutions). Credit can therefore increase in avail- 
ability if 

v¥+r—-R- 


AD- 
7 he 


i+r-—-R—- 


Dix! Wr 














oO. = SS © 


le- 


its 








Time Deposit Interest Rates 99 


Using values of 5 per cent, 5 per cent, and 18 per cent for y, 7, and R 
once more, the value 

AD 

AS 
must be more than .61, i.e., at least 38 per cent of any additional 
time deposits must be attracted from demand deposits for the supply 
of credit to increase. 

Chart I gives some indication of the main effects of variations in 
time deposit interest rates. The rates used are actual interest pay- 
ments of member banks divided by their time deposits during the 
given year. The announced rates will normally exceed these because 
of methods of calculation (e.g., funds not left on deposit during the 
whole of interest earning periods). Before 1927 only interest paid on 
all deposits is available. Interest on time deposits in previous years 
has been roughly estimated from the apparent interest rate on all 
deposits and the average ratio between that rate and the time deposit 
rates in the years 1927-30. 

During the high-interest rate years of the 1920’s time deposits 
grew steadily relative to demand deposits, but they gained little over 
other forms of financial savings before 1926 and lost ground to them 
after that. During the first years of the depression, time deposits 
kept up relative to demand deposits but lost rapidly to other savings 
institutions. This was surely due to the financial panic. It has been 
suggested that time deposit interest rates at commercial banks may 
have been zero or negative at that time if a risk premium is included. 
After the bank holiday when time deposit interest rates were low 
relative to the 1920’s and falling, time deposits lost continuously to 
demand deposits reaching about the 1920 ratio by 1940, while they 
gained relative to other savings institutions. The shift to and from 
war bonds as depositories for new savings doubtless explains the 
events from 1940 to 1947. Since 1947 saving and loan associations 
have gained rapidly at the expense of time deposits, while the latter 
showed little gain even relative to demand deposits until the rising 
interest rates of the early 1950’s. After 1951 time deposits increased 
relative to demand deposits and decreased relative to other deposits. 

At the time of writing only a tentative judgment about the effect 
of the rise in maximum permissible rates in January, 1957, is possible. 
A comparison of statistics for September, 1957, with the average for 
1956 shows time deposits gaining at the expense of both demand 
deposits and deposits at other institutions, but comparing September, 











CHART I 


COMMERCIAL BANK Time Deposits, MUTUAL SAVINGS BANK DEposITS, AND SAVINGS 
AND LOAN ASSOCIATION SHARES AS PERCENTAGES OF THEIR TOTALS 





60% 
50 

40 Time Deposits at All Commercial Banks 
30 Mutual Savings Banks 
20 


10 - Savings Capital at Savings and Loan Associations 


0 wcrc toe een ees oe eee ee ee eee ee ee 








40 Time Deposits as a Percentage of Total Deposits at Member Banks 


10 F 


epee tee ss Spee ete eepebe ta eka aia bing sg Bs 
0 








35% 







3.0 -“+ 
Interest Paid on Time Deposits at Member Banks 
25 & as o Percentage of Average Dollar Amounts of 


Time Deposits during the Given Years 














2.0 
is b Interest Paid on All Deposits 
; as o Percentage of the Dol- 
10 lor Value of All Deposits 
05 + 
0 — ' |. A ree 4 —_— a * at Bafa h. l aS oe a | iL AL A 7 | = ee it i. 
1920 1925 1930 1935 1940 1945 1950 1955 
Sources: “Banking and Monetary Statistics,” Federal Reserve Bulletins; John Lintner, Mutual Savings 


Banks (Cambridge, Mass.: Harvard University Press, 1948), pp. 460-81 





195’ 
subs 
(the 


othe 
vari 
regi 
mut 
sugs 
fun 
193 
as a 
othe 
all : 
yea 
tior 
pen 
asst 
the 
mu 
dep 
the 
any 
in i 


the 
wa: 
the 
dol 
anc 
dey 


the 
com 











Time Deposit Interest Rates 101 


1957, with September, 1956, time deposits gain over demand deposits 
substantially but continue to lose to saving and loan associations 
(though at a slower rate than previously).’ 

The forms of the public’s financial assets probably depend on such 
other variables as depositors’ incomes, the apparent riskiness of 
various types of institutions, promotional efforts, and differences in 
regional rates of growth (the last because of the concentration of 
mutual saving banks in the Northeast). However, the figures do 
suggest that interest rates have some effect on the distribution of 
funds among various deposits. Except for the clearly unusual periods, 
1930-33 and 1940-47, time deposit interest rates and time deposits 
as a share of member bank deposits generally moved together. On the 
other hand, time deposit interest rates and time deposits as a share of 
all saving deposits moved in opposite directions if the panic and war 
years are excluded once more. The early 1920’s seem to be an excep- 
tion to the last statement, but time deposits gained only at the ex- 
pense of mutual saving banks during that period; saving and loan 
associations were encroaching on other savings institutions during 
the whole of the 1920’s. The suggestion is that time deposits are 
much more likely to gain from demand deposits than from other 
deposits when interest rates rise. This conclusion makes sense under 
the present rules where demand deposits may not yield interest while 
any rise in time deposit rates is apt to be met by an equal increase 
in interest rates at competing institutions. 

If the experience of the 1920’s may be taken as an indication of 
the effect of high time deposit rates, a one per cent increase such as 
was permitted in January, 1957, might lead to a substantial rise in 
the ratio of time deposits to demand deposits. Taking a five billion 
dollar shift as a plausible illustration and using 5 per cent, 5 per cent, 
and 18 per cent for y, 7, and R once more, if the entire growth in time 
deposits came from demand deposits, about 650 million in excess 

1. Using the figures given in the Federal Reserve Bulletin for November, 1957, we get 


the following results (the categories are those used in Chart I. The average figure for 1956 
comes from the annual review of bank earnings). 





September September Average 
1956 1957 1956 

Member bank time deposits 40,477 44,478 41,200 
Member bank total time and demand deposits 157,615 159,759 157,561 
Time deposits as a percentage of total deposits 25.7% 27.8% 26.1% 
Time deposits at all commercial banks 51,200 55,100 $0,577 
Deposits at mutual saving banks 30, 100 31,200 30,000 
Savings capital at saving and loanassociations 35,544 40, 306 37,302 
Total 116,844 127 ,606 117,879 


Time deposits as a percentage of total 43.8% 43.2% 42.9% 
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reserve would result, permitting an expansion of credit of up to about 
three billion. If 80 per cent of the extra time deposits were drawn 
from demand deposits and 20 per cent from other financial institu- 
tions, the increase in time deposits would still permit a net expansion 
of credit on the order of two billions, unless offset by other acts of 
monetary policy. 











ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


VARIABLE ANNUITIES* 


James Apon Byrp 


University of Texas 


THE FIRST PURPOSE of this study is to present (1) a summary of sig- 
nificant developments in annuity history which preceded the birth of 
the variable annuity idea; (2) a practical and a technical explana- 
tion of the novel method used in variable annuities to combine well- 
known actuarial and investment principles, along with a description 
of the objectives of the combination; and (3) a summary of the find- 
ings and conclusions of statistical studies which supply empirical jus- 
tification for the new type of annuity contract. 

The second purpose of this study is to present the highlights of 
what has come to be called the “variable annuity debate.” In less 
than five years, controversy over variable annuities shifted from a 
theoretical question of whether or not variable annuity contracts 
should be made available to the general public at all to a practical 
question of whether variable annuity contracts should be sold by an 
existing type or by a new type of financial institution. By 1957 the 
debate had become centered on the following points: (1) whether life 
insurance companies in general should be given statutory authority 
to issue variable annuities and (2) whether variable annuities should 
be regulated as “annuities” or as “securities.” An attempt is made in 
this study to cover only major points involved in the debate and to 
make a fair representation of varying views on variable annuities. 


PLAN OF THE STUDY 


In general, this study follows a chronological pattern. Chapter ii 
includes a discussion of the meaning and function of an annuity. 
This departure point was necessary because the term “annuity” has 
been used historically to refer to several types of financial arrange- 
ments. Chapter iii summarizes the annuity experience of life insur- 
ance companies in the United States. Especially noted are three de- 


* A dissertation completed at the University of Texas in 1957. 
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velopments in recent years which have been reducing the relative 
attractiveness of conventional fixed-dollar life insurance company 
annuity contracts. 

The special circumstances under which variable annuities were 
born are discussed in chapter iv. This discussion includes an explana- 
tion of how a basic retirement-income need was recognized and of 
how a practical method was devised by the Teachers Insurance and 
Annuity Association (TIAA) to meet this need. Both the practical 
and the technical aspects of participation in College Retirement 
Equities Fund (CREF), TIAA’s companion corporation, are pre- 
sented in chapter v to show variable annuities in action. 

The assumptions, methods, findings, and conclusions of statistical 
studies which supply empirical justification for variable annuities are 
summarized in chapters vi and vii. In chapter viii, reasons why the 
availability of variable annuities was still generally restricted in 1957 
are identified, and the principal points in the “variable annuity de- 
bate” are summarized. A summary of the study and the conclusions 
drawn from it are presented in chapter ix. Variable annuity regula- 
tory materials, rules for determining CREF benefits, and a specimen 
variable annuity contract are included in the appendixes. 


CONCLUSIONS 


In an economic system in which living costs fluctuate, there is a 
need for retirement incomes of relatively stable purchasing power. In 
the future this need may be even greater in the United States than at 
present. 

One of the best methods yet devised for meeting this need is a com- 
bination of variable-dollar and fixed-dollar investments, with ac- 
cumulated capital sums liquidated under the modern annuity princi- 
ple. Variable annuities are especially designed to accomplish this 
objective. 

Life insurance companies appear to be the logical issuers of the 
new type of annuity contract because of their experience in dealing 
with actuarial matters and their reputation for conservative invest- 
ment. Sale of variable annuity contracts by any other type of finan- 
cial institution would have more far-reaching implications. 
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THE AVOIDANCE OF FEDERAL PERSONAL IN- 
COME TAXES IN THE UNITED STATES* 


Jack E. GELFAND 
Ithaca College 


THE PURPOSE OF the thesis is (1) to survey the most prevalent prac- 
tices used in the United States for the avoidance of federal personal 
income taxes, (2) to survey the factors that initiate and perpetuate 
these practices, and (3) to suggest directions in which to seek reme- 
dies for the correction of these practices. The study briefly examines 
the objectives and the structure of the personal income tax. The ob- 
jectives are taken to be equity, minimum reduction of economic effi- 
ciency, income redistribution, economic growth, and stability. The 
structure is divided into four parts: definition of income, determina- 
tion of the base, method of assessment, and structure of rates. Avoid- 
ance is defined as the selection, from among several choices, of a law- 
ful arrangement of transactions that provides tax advantages to the 
taxpayer which is not equally available to all taxpayers. 

Avoidance methods are classified into three broad categories. 
Sheltered income escapes taxation completely, since it is either ex- 
cluded from income subject to tax or is deducted from gross income 
to arrive at taxable income. Warped income is income that is per- 
verted to resemble preferentially taxed capital gains. Fractioned in- 
come takes advantage of the progressive character of the tax by 
either splitting income among related taxpaying entities or deferring 
income to another period when the marginal tax rate is expected to 
be lower. 

The legal bases and tax benefits of specific avoidance devices are 
treated in five chapters under the headings of “Excluded Income,” 
“Deducted Income,” “Capital Gains,” “Split Income,” and “De- 
ferred Income.” Excluded income encompasses interest on municipal 
bonds and non-monetary remuneration, such as executives’ perqui- 
sites and employees’ fringe benefits. Deducted income is divided into 
business deductions and personal deductions. Under business deduc- 
tions, avoidance may be practiced by perverting personal expenses 
into business deductions, by taking advantage of the special depletion 
allowances and other privileges granted to extractive industries, or 


* A dissertation completed at New York University in 1956. 
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by the judicious taking of capital and business losses. Charitable 
contributions, medical expenses, and interest and tax deductions for 
owner-occupied dwellings are the personal deductions that lend them- 
selves to avoidance. Devices for warping ordinary income into capi- 
tal gains include undistributed corporate profits, accelerated depre- 
ciation, stock dividends and stock splits, tax-exempt dividends, bonds 
bought at discount, oil royalties, and restricted stock options. Gifts, 
family partnerships, trusts, and gift-and-lease-backs are methods for 
splitting income among taxpayers. Income may be deferred through 
the use of qualified retirement plans, long-term contracts, employees’ 
trust funds, insurance plans, restricted stock options, and equaliza- 
tion of commissions. 

The study examines ten previous loopholes closed by law and 
concludes that a piecemeal solution to the problem is ineffective. 

The findings of the study are that initiating, implementing, and 
perpetuating factors of tax avoidance lie in the conflict of objectives 
and structure of the tax itself, and in politically dictated high tax 
rates that are offset by escape hatches. High and steeply progressive 
tax rates provide the motive to seek tax relief through avoidance, 
while the conflict in defining income subject to tax, the progressive 
structure of tax rates, and congressional errors of omission and com- 
mission provide the avenues through which avoidance is practiced. 

The study recognizes the difficulty of providing an avoidance-free 
income tax but reasons that avoidance can be substantially reduced. 
It recommends that Congress seriously consider broadening the con- 
cept of income subject to tax, a redefinition of the base of the tax in 
the light of the answers to questions raised in the study, a reduction 
in the level and progressivity of the tax rates, and the diminution of 
the use of income taxation for incentive purposes. 
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THE GROWTH AND DEVELOPMENT OF FOREIGN 
BANKING IN THREE COMMERCIAL BANKS 
IN MOBILE, ALABAMA* 


RosBErt E. Hitt 


University of Illinois 


FOREIGN BANKING ACTIVITIES of American commercial banks have 
grown and developed alongside the prodigious expansion in United 
States foreign commerce which began after World War I. They 
predate this expansive period, however, because commercial banks 
with federal charters received limited powers to engage in such ac- 
tivities with the passage of the revised National Bank Act of June 3, 
1864. These activities have been regulated very specifically since the 
passage of the Federal Reserve Act in 1913. At present the business 
of foreign banking at the commercial banks described herein is regu- 
lated by the above-cited permanent laws and regulations of the 
United States as amended and by a formidable and diverse number 
of regulations, executive orders, rulings, and opinions, which origi- 
nate with the President of the United States, the Secretary of the 
Treasury, the Board of Governors of the Federal Reserve System, 
the Comptroller of the Currency, and the Federal Reserve Bank of 
Atlanta, Georgia. 

The physical growth and development of the foreign departments 
of the three subject banks reflect the personality, training, and in- 
terests of one or a few key people who have, in each bank, been 
responsible for their direction. This is largely due to the fact that 
international banking, by its very nature, is complex and requires a 
great deal of technical knowledge as well as practical business judg- 
ment which combines credit-analysis experience with an internation- 
ally oriented type of mind. 

The instruments and services provided by the subject foreign de- 
partments are unique features of international banking. Their scope 
approaches the breadth of banking business itself. They are virtually 
identical among the subject banks, although emphasis in usage of 
certain of them differs at each department. The leadership of New 
York banks has been an important factor in this phase of the growth 
and development of foreign banking in the subject banks. However, 


* A dissertation completed at the University of Alabama in 1957. 
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each has succeeded in establishing itself as a “prime” bank, with the 
result that dependence upon New York or other correspondent insti- 
tutions has been greatly reduced. At the present time each depart- 
ment is following closely the codes and practices as established by 
recognized authorities in international commerce. This policy makes 
documentation and terminology considerably easier than would be 
possible otherwise, especially since there has been a widespread inter- 
national adoption of these customs and practices. 

A number of continuing problems challenge the ingenuity of the 
subject departments at the present time. Some of these problems date 
from the sweeping changes in this nation’s general export trade which 
followed World War I, and some are of more recent origin, dating 
from the difficulties in financing and handling foreign trade which 
followed the close of World War II. However, each foreign depart- 
ment is dedicated to the belief that its greatest service lies in pro- 
moting the fullest attainment of the general-cargo status which the 
Port of Mobile actively seeks, together with an extensive role in 
promoting foreign trade with underdeveloped nations of the Western 
Hemisphere as well as of Europe and the Far East. 


THE TAXATION OF PROPERTY IN KANSAS 
1855-1955* 


LAWRENCE ALBERT LEONARD 
U.S. Department of Agriculture 


WITH FEW EXCEPTIONS, the Kansas law in regard to the taxation of 
property has remained static during the century following the adop- 
tion of the first Kansas territorial constitution in 1855. The outstand- 
ing characteristic of the organization for local assessment has been 
the diffusion of the assessing power among some three thousand 
poorly paid, poorly trained, and generally unco-ordinated deputy 
assessors. 

The first State Tax Commission (1907) and its successors, in- 
cluding the present State Department of Property Valuation, has 
had the legal power and duty to supervise the local assessors with 
the objective of attaining approximate equality of assessment. With 
rare exceptions, however, they have been unable or unwilling to 
exercise this power effectively. 

As the result of this inadequate administrative machinery and 
because economic properties tend to become increasingly numerous 
and complex, the assessment performance has never been good. Since 
1897, a half-dozen studies of assessment to sales ratios of real estate 
have revealed serious inequalities of assessment among local assess- 
ing units, both between major classes of property assessed both by 
the state and locally, and individual properties within any given 
assessing unit. The assessment of real estate and most classes of 
personalty has been definitely regressive. Although reliable informa- 
tion on the actual market values of state-assessed properties, espe- 
cially railroads and intercounty utilities, is difficult to obtain—partly 
because the so-called “market value” of a property that never sells 
as a unit must always be a rather nebulous concept—the assessment 
of these properties has never been on a really professional basis. 

The local and state boards of review and equalization have acted 
as “safety valves” to relieve those few property owners who have 
felt sufficiently aggrieved to press for reduced assessments. Equaliza- 
tion by classes of property has been infrequent and, when made, 
usually arbitrary. 


* A dissertation completed at Cornell University in 1956. 
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Periodic attempts have been made to reform the law and admin- 
istration. The most important suggested reforms have included the 
increase in the size of the local assessing unit from townships and 
cities to counties (only nominally attained in 1955), the non-political 
selection of professional assessment officials, the inauguration of an 
effective state supervision of assessment, and the placing of assess- 
ment on a more scientific and objective basis. The factors responsible 
for the repeated rejection or crippling of reform programs are com- 
plex, including the strong tradition of local home rule, the general 
public apathy toward such matters, and the very effective opposition 
of persons interested in maintaining the status quo. 

An increasing trend of state and local expenditures, as well as a 
vague public realization that the ownership of property had become 
less and less a criterion of either ability to pay or benefits received, 
led to the adoption of important new state taxes in the 1920’s and 
1930’s and the inauguration of state aid and grants to local govern- 
ments. This resulted in the sharply diminished importance of prop- 
erty taxes in relation to total local and particularly to total state 
revenues. Nevertheless, in 1956, the revenue from state and local 
property taxes still exceeded that from all other state taxes. 

To rectify the inequalities of the property tax and to bring about 
future adjustments of the Kansas tax system to changing economic 
and social conditions, the writer suggests a broad reform program 
which includes adoption of operational definitions of value for most 
classes of property and, for those properties for which realistic defi- 
nitions are not feasible, the abandonment of property taxation in 
lieu of special taxes based on a more objective criterion, such as 
gross operating revenue. The necessary requisite for the success of 
such a long-range program would be continued and intensive research 
and education of the public. 








THE TAX SYSTEM OF TAIWAN* 


Mase K. W. Li 


Catholic Interracial Council 


TAIWAN Is AN island about the size of Massachusetts, Rhode Island, 
and Connecticut, with a population of about nine million. It is essen- 
tially an agricultural economy, whose chief products are rice, sugar 
cane, sweet potatoes, and tea. Its mining resources are unimportant. 
Its main industries are cement, pulp and paper, fertilizers, electricity, 
and cotton textiles. 

When the island was returned to China in 1946, the Nationalist 
Chinese tax system automatically became effective. Under this sys- 
tem the power to tax rests in the Legislative Yuan, while the Ministry 
of Finance originates tax bills. In 1951 a tax-reform movement intro- 
duced some improvements, e.g., the elimination of certain taxes, 
abolition of forced contributions, and adjustment of tax rates and 
starting taxable points. The “Regulations Governing the Unified 
Collection of Central and Local Taxes in Taiwan” then promulgated 
have been revised almost every year since. Revisions have been in- 
tended to promote direct taxation, simplification and clarity of tax 
laws, equitable tax rates and penalties, etc. In 1953 tax receipts (in- 
cluding profits from the wine and tobacco monopoly) amounted to 
about 15 per cent of the national income. 

National taxes include (1) customs duties and (2) the salt tax— 
both collected by the national government directly. They include also 
(3) the income tax, (4) manufacturers’ excises, (5) the stamp tax, 
and (6) the estate tax. The provincial government now collects the 
latter taxes on behalf of the central government. 

Provincial taxes consist of (1) the land tax and (2) the business 
tax. The land tax is composed of (a) the land-value tax and (5) the 
tax on cultivated fields, the latter calculated and partly collected in 
kind. Less than 40 per cent of the land is subject to either kind of 
land tax. By far the more important is the tax on cultivated fields. 
The business tax is based in some lines on volume of business, in 
other lines on “gross profit” as the law uses the term. The tax dis- 
regards the profitability of taxable businesses. 


* A dissertation completed at New York University in 1956. 
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The local taxes are discussed in order of revenue importance, ex- la 
cept the household tax, which is discussed last, because its origin is ) 
not the basic Chinese tax law but Japanese practice and originally it tc 
was correlated with the income tax. The local taxes comprise (1) the m 
slaughter tax, a levy on the slaughter of meat animals; (2) the house pi 
tax, levied on buildings in certain cities or towns; (3) the deeds tax, tl 
imposed on transfers of real estate recorded in written documents; Ci 


(4) the vehicle license tax on automobiles, carts, bicycles, etc.; (5) 
the entertainment tax, levied on service of food above a certain 
amount; (6) the amusement tax, imposed on admission tickets to 
movies, theaters, story-telling houses, etc.; and (7) the household 
tax, which taxes net assets as well as net income. It combines a kind 
of general property tax with an income tax based on the household 
as a unit. This tax was correlated with the income tax until 1956, 
when the household tax was converted into a personal integrated 
income tax for individuals and a business income tax for business 
organizations. 

This thesis outlines the history of each tax and describes its char- 
acter and administration in 1955. Each tax is appraised in the light 
of Western standards of public finance and the institutional back- 
ground. The special factors that modify the appraisal of a tax sys- 
tem are particularly important in an underdeveloped Asian society. 
Analysis of the special problems in Taiwan is useful also in under- 
standing similar problems in other underdeveloped countries. 

Low tax morale, for example, is an important institutional fact in 
Taiwan. Its citizens are not educated in their responsibilities and are 
not allowed to participate in tax legislation and administration, as 
are citizens of Western countries. Likewise, standard bases are wide- 
ly employed in Taiwan. One finds standard business volumes, stand- 
ard rates of profit, standard outputs of agricultural land, standard 
rental rates, standard weights of taxed animals, standard costs of 
construction of houses, and so on. Such characteristics must be un- 
derstood in the context of widespread illiteracy, poor accounting, and 
prevalence of small business difficult to control, as well as low tax 
morale. 

The concluding chapter offers suggestions for tax reform. (1) 
Some pertain to the general climate of government. These reforms 
include more open discussion of the public finances, more efficient 
government, and abolition of such ill-devised practices as the forced 
“sale” of bonds to taxpayers. (2) Some suggestions concern tax legis- 
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lation. Tax laws should provide more directness in taxation, clarity 
of definition, publication of tax schedules, and revision of the laws 
to square with administration. (3) Some suggestions deal with ad- 
ministration. Reforms can be achieved by better utilizing existing 
personnel and recruiting better-qualified workers. Reforms in all 
three areas will help increase the revenues, promote equitable appli- 
cation of the laws, and improve the tax morale of the people. 











THE NATIONAL DEBT AND ECONOMIC STABILITY* 


AURELIUS MORGNER 
Texas A. & M. 


THE NATIONAL DEBT has been an important topic in economic thought 
for two and a half centuries. In every age it has been related by 
economists to whatever issue was considered the central problem of 
the age. In our age the central problem is economic stability. 

The existing national debt affects economic stability through its 
effects on the decisions of economic units. The debt entails taxes and 
interest payments that are important to the income statements of 
economic units, and it also constitutes an important balance-sheet 
item. The interest-transfer problem connected with the present debt 
does not appear to involve any threat to economic stability. Total 
interest charges are not large; no significant redistribution of income 
is worked, as economists once feared; and the taxes for servicing the 
debt are not onerous. 

It is as a balance-sheet item that the debt has its chief effect on 
the economy. In this connection it should be measured as the “total 
liabilities of government,” subdivided into government’s contribution 
to the money supply and the amount of interest-bearing government 
securities in the hands of the (non-bank) public. Fiscal policy affects 
the total amount of this item, and monetary policy the composition 
of the total. The line of expenditure in the economy is influenced by 
the amount of this item and the degree of liquidity it provides. 

Private as well as public debt has been regarded as a source of 
instability. Excesses in private debt have led to severe reactions from 
booms and to cumulative deflationary spirals as private debts have 
been liquidated. Public debt has been even more closely associated 
with instability. Debt issuance has often involved money creation or 
has been of such a short-term form and engineered at such low in- 
terest rates that, as a means of financing expenditure, it has had an 
inflationary impact on the economy. Furthermore, in the post-World 
War II period the attempt to manage the existing debt so as to main- 
tain low interest rates in the face of inflationary conditions further 
contributed to economic instability. 

The role of the public debt, however, has now changed. Its infla- 
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tionary impact has worked itself out through an adjustment of the 
dollar magnitudes of the economy. The abandonment of pegging re- 
establishes the usefulness of open-market operations and monetary 
policy. Under these circumstances the national debt can contribute 
to the maintenance of economic stability. Its presence in the total 
debt structure provides a liquid type of asset that is needed in the 
modern risk economy. Such debts, unlike private debts, are deflation- 
proof and assure a more dependable money supply. Furthermore, the 
fact that virtually all lenders hold such debts knits the various money 
markets together more effectively and provides greater direct con- 
tact between the central bank and other non-commercial bank lend- 
ers. 

The power of the Federal Reserve to utilize the national debt in 
the interests of economic stability can be increased by giving the 
Federal Reserve complete control over the types of government se- 
curities issued. The Federal Reserve should be authorized to set 
whatever interest rates on new securities are consistent with the 
maintenance of economic stability. More of the present national debt 
should be put in long-term form. This would enhance the effective- 
ness of open-market operations in the event of future slumps, provide 
a broader base for the workings of the wealth aspect of the capitali- 
zation effect, and utilize the automatic stabilizing effects of changes 
in liquidity position of economic units to affect the volume of lending. 








MONETARY POLICY OF CZECHOSLOVAKIA, 1945-53* 


Boris P. PESEK 
Michigan State University 


THE FIRST PART of this study describes and analyzes the nature of 
monetary and banking institutions in Czechoslovakia and the mone- 
tary policy followed by these institutions in the period 1945-53. In 
the second part the monetary developments during this period are 
discussed, and the two monetary reforms which open and close the 
period under study are examined in detail. The discussion is based 
partly on detailed estimates of gross national product both in money 
and in real terms. 

Monetary policy after 1945 was characterized by continued official 
reliance on the real-bills doctrine. Convertibility was not, however, 
restored after the war, and, in addition, the nationalized banking 
system failed to uphold even the remaining requirements of the doc- 
trine. Faced with determined requests for funds, the managers of the 
banking system found themselves unable to refuse the nationalized 
enterprises credit for “any purposes whatsoever.” Therefore, since 
1948, each enterprise was required to plan its credit needs for each 
calendar year and have this Financial Plan approved by the State 
Planning Office. Incessant changes in product and factor mixes and 
in relative and absolute prices caused these plans to become outdated 
soon after they had been approved. This failure led to the develop- 
ment of the Wage-Fund Principle (1952). Wage payments made by 
the banks on orders from state enterprises have, since then, been 
tied to the gross value of output of each enterprise. In the study it 
is shown that monetary stability could be served by the wage-fund 
principle no better than by the real-bills doctrine. 

The methods by which all these principles have been evaded or 
disregarded are too numerous to list. The causes, however, are fairly 
simple. The most serious has been the emphasis on physical output. 
The planners and managers believed that lack of money must not be 
permitted to prevent the production of real goods. This crude de- 
pression Keynesianism applied in times of full employment received 
an additional support from the consequences of the guaranteed an- 
nual wage. The other major causes for the disregard of financial 


* A dissertation completed at the University of Chicago in 1956. 
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plans were the premiums and advancement beckoning to those man- 
agers who fulfilled or overfulfilled the very ambitious plan of physi- 
cal output. Both these causes led to a desperate competition for 
resources the supply of which the Planning Office was not able to 
guarantee. This competition was based on illegal premiums offered 
to these factors. Financial means to make the premiums possible had 
to be secured at all costs. In the face of these incentives for financial 
irresponsibility, restraining measures proved to be inadequate. The 
managers soon realized that they would be judged almost exclusively 
by the physical ouput of their factories. Against charges of financial 
mismanagement they had several lines of defense: (a) changes in 
prices ordered by the Planning Office during the year forced them 
to spend more than planned; () lack of some raw material forced 
the use of expensive substitutes; (c) their industrial customers failed 
to pay for goods, and the resulting “chain-indebtedness” made it 
impossible to trade responsibility, etc. 

That these financial disorders had to lead to a serious waste of 
resources is clear. Actually, official publications in the 1952-55 pe- 
riod contain examples of waste of resources of an extraordinary size. 
However, because of essential unity between the financial and the 
real sectors of the economy, losses caused by errors in policies are 
so intertwined as to defy isolation. Meanwhile, money supply and 
prices rose continuously. Prices of consumption goods rose by 139 
per cent from 1947 to 1953; of goods and services purchased by the 
government by 104 per cent; of investment goods by 135 per cent. 
Prices of rationed consumption goods rose by 99 per cent from 1947 
to 1952; of unrationed consumption goods by 287 per cent. Finally, 
in 1953, the government ordered another monetary reform. 

After close scrutiny of the two monetary reforms of 1945 and 1953 
it was discovered that in both cases the government removed not 
only excess liquidity but decreased the quantity of privately held 
money assets below the equilibrium level. All the scattered semisecret 
and secret cash and deposit reserves were brought to light, and a 
more rigorous control of the financial affairs of the enterprises was 
made possible. Rationing and dual-price systems proved to be de- 
structive of incentives to work and were abolished. Finally, the in- 
vestment program for the year 1953 and the following years was 
substantially scaled down. Thus the supply of the factors of pro- 
duction was increased and the demand for them decreased with ob- 
vious consequences for monetary stability. 

The entire study shows that monetary policy in a centrally planned 
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economy faces some special problems. Because of a social system 
that demands what is equivalent to a guaranteed annual wage for 
every employee and because of the state ownership of almost all 
enterprises, it is impossible to make any distinction between the 
monetary policy of the state and the financial policy of the enter- 
prises. Enterprises, in these circumstances, enjoy money-creating 
power no different from that of the banking systems. Traces of such 
power can be found even in a capitalistic economy. Indeed, the entire 
price-wage spiral argument is based on it. Probably the most impor- 
tant distinction is that in the capitalistic economy this money-creating 
power is not promptly and automatically available to each single 
enterprise, not even to each industry. In a centrally planned and 
state-owned economy this money-creating power of enterprises is the 
very heart of the problem of monetary stability or instability. The 
ability of the central authority to exert effective control over the 
financial affairs of a huge number of enterprises, each in a position 
to act as a small central bank, determines the fate of any monetary 
policy. 








INFLATION AND ECONOMIC DEVELOPMENT 
STUDIES IN THE MEXICAN EXPERIENCE* 


BARRY NORMAN SIEGEL 


University of California 


THE HYPOTHESIS THAT moderate inflation can be used as a tool for 
accelerating the rate of economic development of underdeveloped 
countries is widely held. The theoretical rationale for this point of 
view is that inflation promotes a rise in the share of national income 
going to profit receivers and hence increases the aggregate propen- 
sity to save. Moreover, by favorably affecting incentives, rising 
prices are presumed to enhance the rate of capital formation. 

The Mexican experience, 1935-55, is inconsistent with the above 
propositions; for, despite an average annual increase in prices of 
10 per cent, which drastically redistributed national income in favor 
of profits, the private aggregate propensity to save did not increase. 
Rising prices and profits had little effect upon the pace of real pri- 
vate investment; indeed, for a number of years after 1948, real 
investment actually declined, while prices and profits continued to 
rise. 

The disparities between the theoretical expectations and the ob- 
served behavior in Mexico may be explained as follows: inflation 
redistributes income indiscriminately; it increases the relative share 
of unprogressive and unthrifty profit receivers, as well as that of 
the progressive and thrifty. Moreover, wealthy Mexicans, because 
of tradition and the influence of the higher material standards in the 
United States, are high spenders. Investment, especially in mass- 
market industries, has been discouraged because of the low pur- 
chasing power of the population at large; inflation has intensified 
this problem. 

Inflation in Mexico has probably reduced the rate of economic 
growth. It has encouraged investors to specialize in real property 
and inventory accumulation. The growing population has, therefore, 
been absorbed into the labor force at an unsatisfactory rate, and the 
aggregate increment to the capital stock required to produce a unit 
increase in national income has been raised. 
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The Mexican experience also demonstrates that moderate inflation 
in underdeveloped, though politically secure, countries need not de- 
velop into hyperinflation. Flights from cash are difficult to provoke 
—asset owners prefer real property and hence hold small cash bal- 
ances—and a weak labor movement and heavy population growth 
remove the danger of wage-price spirals of significant magnitude. 

Nevertheless, it is probable that some inflation would have accom- 
panied rapid economic growth in Mexico, even in the absence of 
inflationary monetary and fiscal policies. Private sources of money 
creation are difficult to control because the monetary authority has 
primitive markets through which it can effectuate controls. Supply 
elasticities of production are low, especially in the short run. More- 
over, rapid economic growth due to internal inducements would have 
been sufficient, by itself, to provoke balance-of-payment crises, ex- 
change depreciation, and inflation. 
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AN APPRAISAL OF THE OHIO AXLE-MILE 
TRUCK TAX* 


WILLIAM JOSEPH WEISKOPF 
Kent State University 


WARTIME CURTAILMENT OF highway construction and greatly in- 
creased vehicular traffic have created urgent need for the improve- 
ment of highway systems. To meet the need for highway revenues, 
states have resorted to increases in the familiar motor-fuel and 
motor-vehicle registration taxes, to increased borrowing, and to 
wider use of relatively new special motor carrier levies. In Ohio all 
these methods have been employed, but the axle-mile truck tax of 
1953—an example of the last method—has aroused most interest 
and controversy. This tax levied 3-25 cents a mile on trucks with 
three or more axles and applied on mileage in Ohio to non-resident 
trucks as well as to those domiciled in Ohio. 

The study traces the evolution of highway finance in the United 
States and discusses various methods of allocating highway costs. 
The background and origins of the Ohio tax are discussed, and the 
provisions of the law are summarized. Litigation with respect to its 
constitutionality and its application to truckers from states having 
reciprocal agreements with Ohio is examined. The analysis deals 
with issues of equity, administrative feasibility, yield, and reci- 
procity in highway taxation. 

A fiscal study estimated the additional revenue needed to finance 
the highway-improvement program. It found that, for an equitable 
allocation of highway costs among the various classes of highway- 
users, additional revenues had to be secured from the larger com- 
mercial truckers. Despite the disagreements over the methods of 
highway cost allocation, this finding provided testimony from a re- 
spected source in favor of additional taxation of the heavier com- 
mercial vehicles. 

Acceptance of this view does not in itself prescribe the axle-mile 
tax, but other considerations suggest that the tax is the best means 
of accomplishing the objective and is a reasonable supplement to 
the generally accepted highway revenue sources. 

Analysis of administrative problems indicates that Ohio’s axle- 


* A dissertation completed at New York University in 1956. 


121 








122 The Journal of Finance 


mile tax is capable of satisfactory administration. Moreover, admin- 
istrative costs have been well within acceptable limits. However, this 
tax and similar mileage taxes are among the more difficult motor- 
vehicle measures to administer. Satisfactory enforcement requires 
vigorous administrative effort. 

The yield of the tax is not large relative to the total yield of the 
state’s highway-user taxes; its share is approximately 6 per cent. 
Nevertheless, it makes a significant contribution to the state’s high- 
way revenues. 

The Ohio axle-mile tax compares favorably with other state mile- 
age taxes. It ranks high among them with respect to equity, admin- 
istrative feasibility, and yield. 

If interstate trucking were exceptional, lawmakers might permit 
a commercial vehicle licensed in one state to operate freely in an- 
other state in exchange for reciprocal exemption. Today interstate 
trucking is not the exception, so that a “bridge” state, such as Ohio, 
would sacrifice substantial revenues by such arrangements. The axle- 
mile tax makes it possible for Ohio to obtain an adequate contribu- 
tion from non-resident truckers. However, refusal to grant exemp- 
tion has induced retaliatory action against Ohio truckers and has 
otherwise aggravated the reciprocity problem. Plans to solve the 
problem include a scheme whereby registration taxes on interstate 
vehicles are distributed among the states in accordance with mileage 
traveled in each state. Another plan involves co-operative state action 
by means of a “mileage tax equivalent.” A third program envisions 
some form of federal action. Shortcomings are associated with each 
plan. State mileage taxes applicable to both resident and non-resident 
truckers are not the worst choice, but further embroilment in retal- 
iatory highway taxation because of mileage taxes can seriously im- 
pair the usefulness of these levies. 

The study concludes that the axle-mile tax is a desirable addition 
to Ohio’s program. 
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Jay Gould: His Business Career, 1867-1892. By Juttus Gropinsky. Philadelphia, 
Pa.: University of Pennsylvania Press, 1957. Pp. 627. $10.00. 


This historical study is not a biography of the man, Jay Gould, but rather an 
examination of the development of our railroad empire through the activities of 
financial traders. The author presents an interesting panorama of a period of 
United States business history which was the pinnacle of rugged individualism and 
the caveat emptor philosophy. This work describes the influence of Jay Gould 
and others like him on the many railroad systems with which he was associated 
in his business career. In effect, the volume becomes a partial history of a long list 
of important American companies including, among others, the Erie, Wabash, 
Union Pacific, Missouri Pacific, Western Union, Lackawanna, and Manhattan Ele- 
vated. In addition, some insight is given into other business and financial leaders 
of the day including Cornelius and William H. Vanderbilt, J. P. Morgan, C. E. 
Perkins, C. P. Huntington, and Russell Sage. 

The author apparently devoted a great deal of time to the study of various types 
of historical records and publications in arriving at his very detailed descriptions 
of corporate and financial actions of the period. This work is carefully annotated 
with most references from papers and reports of the late nineteenth century. The 
book also contains nine maps of railroad empires of the day and is very well 
indexed. 

Dr. Grodinsky has organized his work in a manner which groups most of Gould’s 
activities relative to one corporation into one segment of the volume. This makes 
it difficult for the reader to get good time perspective and to fully appreciate all 
the projects that Jay Gould was working on at one time. It also means that the 
volume repeats time sequences from one chapter to another. In light of Gould’s 
complex financial career, it is probable that it would be even more difficult to 
follow his actions if they were written up in an exact historical order. Nonethe- 
less, the reader of this work must constantly be alert to dates and times to follow 
Gould’s career. The volume is not easy reading, for the reader must also keep a 
long list of personalities and corporations in mind. 

Jay Gould: His Business Career is of primary interest to the student of eco- 
nomic history. Few, if any, of Mr. Gould’s actions would be legal or ethical today. 
This work does not give us an insight into present-day corporate or financial man- 
agement. It does, however, offer a historical perspective which can be valuable in a 
knowledge of the development of the American railroad system. This book is highly 
recommended for the serious student of American business history. 


Joun K. PFaAHL 
Ohio State University 
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Financing Goods. By ALBert G. SwEETSER. Newton Highlands 61, Mass.: The 
Author, 1957. Pp. xiv+609. $8.00 (trade) ; $6.00 (college). 


In the author’s words, “This is an introductory, one-semester textbook in busi- 
ness finance, designed to show the function of finance in basic business operations 
—marketing and production—and in basic business transactions—sales and loans. 
For purposes of simplicity attention is confined to the financing of goods, omitting 
receivables, land, buildings, and equipment of all types” (p. vi). 

Professor Sweetser discusses the financing of goods in three parts. Part I is titled 
“Unsecured Credit” and covers what the author calls merchandise-capital require- 
ments, i.e., “those which arise from the ownership of goods ready for sale.” Mer- 
chandise-capital includes equity funds, trade credit, and short-term unsecured loans. 
Major sources described are owners, suppliers of goods, commercial banks, cus- 
tomers, and sales agents. 

Part II deals with “Loans Secured by Goods in Possession of the Lender,” and 
covers loans secured by savings bank passbooks, life insurance, securities, indorse- 
ments, guaranties, subordination agreements, and warehouse receipts. (Warehouse 
receipts receive the most detailed treatment, taking up about 40 per cent of the 
whole book.) Major sources described are commercial banks and public warehouse- 
men. 

Part III is concerned with “Loans Secured by Goods in Possession of the Bor- 
rower” and covers loans secured by real estate mortgages, chattel mortgages, and 
trust receipts. Major sources described are commercial banks and sales-finance 
companies. 

The approach is descriptive rather than analytical. Descriptions of the various 
financing methods are detailed and adequate and are copiously illustrated by repro- 
ductions of the instruments employed. 

The lack of an analytical framework and the omission of many topics considered 
an integral part of finance rule Professor Sweetser’s book out as a textbook for a 
self-contained, one-semester course in Corporation or Business Finance. He recog- 
nizes this for he suggests that perhaps the best way to use the book is as a text for 
the first semester of a full-year course on Money and Banking or Corporation 
Finance. Even here, a semester may be too long to spend on factual material 
within what amounts to a very limited part of the field of finance. Whether used 
as a text or not, the book is valuable for reference in methods and instruments of 
short-term financing. 


WALLAcE P. Mors 
Babson Institute of Business Administration 


Consumer Finance 


Consumer Instalment Credit. Sponsored by the Boarp oF GOVERNORS OF THE 
FEDERAL RESERVE SysTEM. Washington, D.C.: Government Printing Office, 
1957. Part I, Growth and Import, Vol. 1, pp. ix+388, $1.25; Vol. 2, pp. 287, 
$1.00; Part II, Conference on Regulation, Vol. 1, The Position of Consumer 
Credit in the Economy and Its Bearing on the Problem of Regulation, pp. xxvi 
+553, $1.75; Vol. 2, The Pros and Cons of Consumer Credit Regulation, pp. 
x+161, $0.60; Part III, Views on Regulation, pp. vii+230, $1.00; Part IV, 
Financing New Car Purchases, pp. xii+151, $0.60. 
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Early in 1955, when signs of inflationary expansion in the economy became evi- 
dent, the Federal Reserve abandoned its 1954 policy of deliberately easing money 
rates, and began raising the rediscount rate. The rate was raised no fewer than 
four times during that year. Yet, that very period saw the largest expansion of con- 
sumer credit ever recorded up to that time. In the last nine months of 1955 con- 
sumer credit outstanding rose from roughly $29.5 billion to well over $36.2 billion. 

As a result of this spectacular credit expansion the President was prevailed upon 
to suggest to the Federal Reserve System that this problem be recanvassed. The 
first result of that request was a staff report of six volumes issued in March and 
April of 1957. 

The over-all aim of the investigation was to bring together information on the 
significance in the American economy of consumer instalment credit, with the hope 
of contributing to a wider understanding of its role in the retail distribution of 
durable goods and its bearing on the problems of economic stability and progress. 

The results of the study by the Board of Governors have been published in four 
parts consisting of six separate volumes. 

In Part I, Growth and Import, prepared by the Federal Reserve staff, the first 
volume is a study of the instalment credit processes and the issues of regulation. 
The second amplifies and extends this study by presenting six supplements: “Fi- 
nancial Characteristics of Principal Consumer Lenders”; “‘Consumer Credit and 
the Credit Market”; “Automobile Instalment Credit Terms and Practices”; “Na- 
tional Survey of Households, 1954-56: Debt Status, Car Purchase, and Home 
Ownership”; “Consumer Instalment Credit and Its Regulation Abroad”; and 
“Alternative Statutory Approaches to Instalment Credit Regulation.” 

Part II, Conference on Regulation, contains analytical and discussion papers 
which were prepared independently by university scholars under the auspices of 
The National Bureau of Economic Research. Some forty-six scholars from all 
parts of the country participated in the conference under the chairmanship of 
Geoffrey Moore, associate director of research of the Bureau. The first volume, 
on “The Position of Consumer Credit in the Economy and Its Bearing on the Prob- 
lem of Regulation,” contains some excellent studies, especially those by Atlee, 
Shapiro and Meiselman, and Donald P. Jacobs. In the second, on “The Pros and 
Cons of Consumer Credit Regulation,” Marcus Nadler and Robert P. Shay pre- 
sent the main arguments in favor of standby consumer credit controls, while 
Milton Friedman and Edward C. Simmons take the opposite position. 

This is by far the most significant volume. Here the policy issues are debated. 
Professor Nadler’s principal argument is that “General credit control has little 
effect on many suppliers of consumer instalment credit . . . even in periods of tight 
money, they have little difficulty in obtaining both short- and long-term funds, as 
was strikingly demonstrated in 1955. A rise in the interest rate is of no great im- 
portance to them, since more than half the cost of borrowed money is saved in 
income taxes, the rates charged borrowers are considerably higher than open mar- 
ket rates, and the increased cost can if necessary be shifted to consumers. . . . From 
1946 to 1955, according to a recent Federal Reserve survey, member bank loans 
to sales finance companies increased twice as rapidly as all business loans. In ad- 
dition, these companies were charged a lower rate of interest than any other busi- 
ness groups.” 

He clashes head on with Reserve reasoning when he declares: “The necessity 
for Federal Reserve standby control powers over consumer credit is likely to 
become increasingly great in the future. The indications are that, with the growth 
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of population and the standard of living, the shift of population to the suburbs, 
the continued trend toward home ownership, and the rising number of families 
owning two automobiles, the role of consumer instalment credit in the economy 
will probably continue to increase. The exercise of appropriate selective controls 
by the Federal Reserve could prevent this development from causing unduly large 
swings in the economy.” 

The “Fed” in some very cautious language disagrees: ‘Because of economic and 
social factors likely to affect the future of instalment credit, its growth in the years 
ahead may be at a slower pace than in the past. The volatility of consumer instal- 
ment credit in the past was to some extent related to its rapid growth. /f future 
growth is slower, the potential instability of this factor may be continued within 
tolerable margins.”! 

It also takes issue with Professor Nadler’s contention that quantitative tools are 
ineffective in regulating consumer credit. “The Board feels that the broad public 
interest is better served if potentially unstabilizing credit developments are re- 
strained by the use of general monetary measures and the application of sound 
public and private fiscal policies.” 

Professor Friedman’s opposition to consumer credit controls stems, of course, 
from his basic philosophic position. In his view the disadvantages of such regu- 
lation so clearly outweigh the alleged advantages that one must make the decision 
for freedom—freedom to borrow to buy. Apart from his feeling that the “Fed” 
has too many tools (he would take away rediscounting and the power to vary re- 
serve requirements) which he feels it has misused and misapplied in a most bun- 
gling fashion ever since its inception, he finds three basic disadvantages of the pro- 
posed selective control. It is a technically defective instrument of stabilization 
policy. It involves arbitrary discrimination among individuals. It distorts the allo- 
cation of resources. Robert C. Turner’s analysis of these objections, his critique 
of Friedman’s philosophic position, is perhaps the most penetrating and perceptive 
of the commentaries, and certainly the most stimulating. 

Part III, Views on Regulation, is a digest of the opinions and judgments of asso- 
ciations and institutions in the consumer credit industry and other interested par- 
ties on the public policy issues of instalment credit regulation. It is perhaps the 
least useful of all the volumes. 

Part IV, Financing New Car Purchases, presents the findings of a national sur- 
vey of new-car purchases in 1954 and 1955, based on lenders’ records of the financ- 
ing of approximately 5,700 credit purchases, and also on field interviews with about 
3,000 credit buyers and 1,600 cash buyers. The survey was conducted for the Board 
of Governors by National Analysts, Inc., of Philadelphia. It is a surprisingly inter- 
esting and informative study. 

Many facts and opinions have been assembled. They are now ably and skilfully 
spread on the record. It remains to be seen what will ultimately be done about the 
policy issue. 

JeRoME B. CoHEN 
College of The City of New York 


1. “Regulation of Consumer Instalment Credit: Views of the Board of Governors,” 
Federal Reserve Bulletin (June, 1957), p. 648. 





Life 


grea 
writ 


sura 
rath 
ceec 
doe: 
tan 
whe 


sha: 
pan 
but 
of « 
inc 
the 
vel 
as ¢ 


cus 
ant 
tab 
tio 
ass 
nie 
der 
an 
tay 
ins 











Book Reviews 127 


Insurance 


Life Insurance. By JoseEPpH B. MACLEAN. 8th ed.; New York: McGraw-Hill, 1957. 
Pp. xi +558. $6.50. 


When one has long been a student and practitioner in any field of endeavor, the 
great accumulation of knowledge and experience presents a difficult problem in the 
writing of a book. There is so much to be written and so little space for it. 

The author of the eighth edition of this standard book in the field of life in- 
surance intended to present a clear conception of the major elements of his subject 
rather than exhaust his readers with too much elaboration of details. He has suc- 
ceeded admirably. Only in one respect can this reviewer take exception. The author 
does not fully utilize his opportunity to impress fully on his readers the impor- 
tance of the institution of life insurance in the development of the economy as a 
whole. 

Life insurance is not simply an institution by means of which participants therein 
share each other’s burdens. It is also an institutional means by which its partici- 
pants, through their contributions to life insurance reserves (and by capital contri- 
butions in the case of stock companies), share in the development and expansion 
of our total economy. Students and practitioners of life insurance perhaps are too 
inclined to approach the subject matter on too personal a basis and thus overlook 
the tremendous significance of the institution in the area of over-all economic de- 
velopment. Discussion of this phase of the importance of life insurance companies 
as a group might well have preceded the author’s discussion of life insurance assets. 

The text is well organized and lucidly presented. Fundamental principles are dis- 
cussed in chapter 1. Types of companies and types of contracts follow in chapters 2 
and 3, respectively. In successive chapters the author presents clearly: mortality 
tables, premium rates, the reserve system, dividends, the terms of policies, selec- 
tion of risks, and insurance of substandard lives. There is a chapter devoted to 
assets and the general principles of investment which guide life insurance compa- 
nies. This chapter is followed by a discussion of financial statements. The author 
devotes a chapter each to group, industrial, savings bank, and fraternal life insur- 
ance. There then follow single chapters on internal organization, regulation and 
taxation, legal aspects of life insurance, and the historical development of the 
institution of life insurance in the United States. 

Only chapter 13 on disability benefits and double indemnity seems misplaced. 
It logically follows chapter 8 which deals with the terms of the policy. There are 
two appendixes: (A) a mathematical demonstration of net premium and reserve; 
and (B) a specimen reinsurance agreement. There is also an adequate index. Use- 
ful review questions are supplied at the end of each chapter to permit readers a bit 
of self-testing of their understanding of content. 


WitiraM A. CARTER 
Dartmouth College 


General Insurance. By Joun H. Macee. Sth ed.; Homewood, IIl.: Irwin, 1957. 
Pp. xvii+952. $6.95. 


This is a good book, the fifth version of a principles text that has maintained 
a distinguished place in its field for more than twenty years. The fact that its ante- 
cedents can be traced back to an original 1936 edition perhaps explains the organ- 
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ization of the book in the traditional pattern—several chapters of an introductory 
nature, then the line approach to coverages: fire, ocean and inland marine, casualty, 
life, etc. This traditional approach, coupled with the thoroughness that character- 
izes all the writings by the author, makes this book as complete and exhaustive 
as a general insurance text could be. Indeed, this virtue of completeness makes 
the book somewhat less useful as a “teaching tool”—its avowed purpose as indi- 
cated in the author’s Preface—and more useful as a reference book. 

The non-professional insurance student who populates the general insurance 
course in our colleges and universities tends to founder when confronted with the 
mass of contracts, coverages, limitations, and exclusions that home offices can 
devise. Their contact with insurance will be in the form of comprehensive “pack- 
ages”: homeowner, family auto, family life policies, and the like. Their under- 
standing should be in the form of a comprehension of the principles underlying 
the deductible, insurable interest, the indemnity concept, and so on. Although the 
author attempts to weld together the specific and the all-risk treatment of cover- 
ages—a desirable objective but organizationally a problem—this is still basically 
an insurance-line text and one that is encyclopedic in nature. Only one chapter 
(twenty-three pages in length) is devoted specifically to multiple-line contracts 
although all-risk coverages are mentioned at numerous places. 

In terms of allotment of space to the broad classes of insurance, the emphasis 
is excellent. It is satisfying to see a general insurance text that devotes a reason- 
able amount of attention to life insurance. The division between ocean and inland 
marine is in excellent balance. Many texts overemphasize ocean marine insurance, 
a highly specialized area, at the expense of inland marine, a less glamorous area 
but one with which the general insurance student is more likely to have contact 
in business or personal insurance buying. The treatment of disability and health 
coverages is a little on the thin side with, perhaps, an overly full treatment of conse- 
quential loss and special fire lines. In view of the current emphasis on health in- 
surance and the interest of the general insurance student, this area probably should 
have had expanded treatment. 

The early chapters, covering the social and economic influences of insurance 
and its fundamental doctrines, are usually strong. These chapters are concise and 
convincing. The legal doctrines of waiver and estoppel, often confusing to the stu- 
dent and mishandled in many texts, are effectively presented. The depreciation 
aspect of the actual cash value concept is also very clearly explained. These are a 
few of the strong points in this well-written and exceptionally inclusive book. Each 
chapter is very amply supplied with review questions many of which are of the 
case-situation type. This type of question is well adapted to the effective teaching 
of insurance. 

RAYMOND F. VALENTI 
Syracuse University 
Principles of Insurance. By Rosert I. Menr and EMerson CAMMACK. Rev. ed.; 
Homewood, IIl.: Irwin, 1957. Pp. xviii+ 851. $6.95. 


This book consists of thirty chapters and is divided into seven parts which are 
as follows: Part I, “Introduction”; Part II, “Insurance Carriers”; Part III, “The 
Insurance Contract and Its Analysis”; Part IV, “The Fields of Insurance”; Part V, 
‘Buying Insurance”; Part VI, “Company Organization and Operations”; and Part 
VII, “Insurance.” Each chapter is followed by questions for discussion. 
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According to the authors the objective of this book is to present basic insurance 
principles, illustrated by practices, to beginning insurance students in a way that 
they can comprehend the subject matter. The authors recognize that the students 
“enrolled in the beginning insurance course are of two types: those who are in- 
terested in a broad general knowledge of insurance as an economic and business 
institution, and those who intend to make their careers in the insurance business.” 
The authors reached their objective. 

This book endeavors to develop principles that will enable a prospective buyer 
of almost any kind of insurance to appraise and understand insurance carriers, 
contracts, and practices. Instead of presenting each branch of insurance separately 
and completely, the contents of the book embody chiefly the functional approach. 
Herein there is a departure from the customary organization and presentation of 
the subject matter on insurance. 

The authors are to be complimented on making some rather practical, realistic 
comments concerning the possible erosion of insurance and retirement benefits by 
inflation. Too often in the past this situation has been almost completely ignored 
by persons working and writing in the field of insurance. It is the reviewer’s opin- 
ion that many buyers of annuities, life insurance, and other forms of insurance are 
oversold on the amount of security and protection they can expect from their pur- 
chases. To help solve the problem of planning for retirement in an inflationary 
economy, Mehr and Cammack suggest possible benefits of the variable annuity. 
They go on to state, however, that “no protection is available to shield life insur- 
ance itself from the corrosive effects of inflation. There is no variable life policy 
yet, although there seems to be no reason why one cannot be developed.” They 
also make the following remark: “Until the price level can be stabilized or the real 
value of life insurance stabilized, the holders of life insurance policies never will 
have the security they think they have purchased.” In order to foster a better 
understanding of insurance by the buyer, this remark should be given wide publi- 
city and made to apply not only to life insurance but to practically all insurance 
coverages. 

As has already been implied, this book can be used by beginners as the basic 
textbook for a college or university course covering most forms of insurance. It 
contains up-to-date material on such subjects as multiple line coverages, group in- 
surance, and social insurance. If necessary, certain chapters could be omitted with- 
out affecting the continuity of the course. The book is well written, readable, and 
well supplied with headings and subheadings. It can well serve as a prerequisite 
for advanced insurance courses. By writing it, the authors have provided a 
better understanding of the principles and practices of insurance for students and 
the general public, and have added materially to the literature of this important 
field of learning. 

Frep R. NreEHAUS 
University of Colorado 


International Finance 


International Economics. By Jack N. BEHRMAN and WILson E. Scumipt. New 
York: Rinehart, 1957. Pp. xxv-+ 561. $6.50. 
International Economics is a well-organized and readable work. It covers the 
field adequately, embracing theory, practice, and policy and including an analysis 
of the international economic problems confronting the world today. 
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The book is logically divided into four parts. Part I deals with the theory and 
policies of foreign trade. Part II gives a historical summary of international eco- 
nomic policy during the nineteenth century. While these two sections are quite 
good, they do not add anything new. Chapter viii, which deals with capital move- 
ments in the nineteenth century, could be improved by a thorough analysis of the 
difference between direct and portfolio investments. There is quite a difference be- 
tween the economic impact on the capital-receiving country from the inflow of 
foreign investments in the form of loans, primarily to governments, and that re- 
sulting from direct investments, which usually leads to development of the eco- 
nomic resources of the capital-importing country. Similarly, the section on human 
migration could be elaborated. 

Part III deals with external and internal economic disturbances and covers such 
topics as the balance of payments, monetary and fiscal policies, exchange rates, and 
the various forms of exchange control. The authors manage to describe this intri- 
cate phase of international economics in a clear and lucid style. This section will 
prove valuable not only to teachers and students but also to laymen seeking infor- 
mation on these complicated subjects. The appendix to chapter xiii, which analyzes 
the economic effects of currency devaluation, is particularly valuable. However, a 
somewhat more detailed analysis of clearing and compensation agreements and of 
the abuses of multiple exchange rates would have been helpful. 

Part IV deals with recent developments and covers such topics as the European 
Recovery Program, aid for military security, tariff and trade barriers, and strategic 
trade policies. The authors have handled these difficult topics in a manner which 
will be approved by teachers in this field. 

Many business people and bankers, particularly those interested in foreign 
trade and finance, will find some sections of the book of considerable value. On the 
whole, the authors have done an outstanding job and have filled a gap which has 
existed for a number of years. 

Marcus NADLER 
New York University 


International Economics. By STEPHEN ENKE and VrircIL SALERA. 3d ed.; Engle- 
wood Cliffs, N.J.: Prentice-Hall, 1957. Pp. xviii+606. $6.95. 


Undergraduate textbooks in international economics are coming along at a great 
clip, more than making up for a very noticeable lag in comparison with other fields 
of economics. This book is the third edition of the first of the postwar texts. It is 
quite different in style, format, and content from the two previous editions, and is 
substantially a new book. 

With the array of texts available, an addition to the supply should be justified 
by some distinctive contribution; the “product” must be “differentiated.” The 
Enke and Salera formula is to retain a simplified analytical core, but place sub- 
stantial emphasis upon the interaction of economic principles, commercial and fi- 
nancial policy, and foreign affairs; upon the conflict of interest between nations 
and between special interest groups within a country; and upon domestic and in- 
ternational administrative machinery (p. vii). The book is clearly pitched to inter- 
national relations students rather than economics majors as such. 

On the whole, Enke and Salera seem to have achieved their objectives. This 
book is a rather sophisticated blend of analysis and policy, of “abstraction” and 





“red 
date 
ope 
cial 
of r 


non 
sho 
enc 
cou 
inst 


ing 
fice 
asi 
son 
cal 
Opt 


pre 
cou 


We 





1is 


nd 








Book Reviews 131 


“realism,” much better in this respect than most of the available texts. It is up-to- 
date, with interesting and competent discussions of problems of underdevel- 
oped areas, European regionalism, and GATT. The chapters devoted to commer- 
cial policy are particularly well done, even when largely descriptive. A useful list 
of review questions and a bibliography are appended to each chapter. 

This reviewer is strongly of the belief that the first course in international eco- 
nomics should deal broadly with the economics of international relations and 
should avoid the niceties of pure theory. It should attract students of political sci- 
ence, history, and business administration, as well as of economics. For this type of 
course, the third edition of Enke and Salera may be quite attractive to some 
instructors. 

The one serious doubt about the book your reviewer entertains is that, in striv- 
ing for the comprehensiveness required of a successful text, the authors have sacri- 
ficed the continuity of theme that would give the book real punch. It is much more 
a series of separate pieces than an over-all view. Two minor criticisms are that 
some material is scattered about, for example, on exchange rates, and a few techni- 
cal terms are not defined (marginal physical product, barter terms of trade, and 
opportunity cost). 

On the whole, however, this is a good text, a substantial improvement over its 
predecessors. It is flexible, and may appeal to instructors who wish to teach a 
course which emphasizes policies and problems rather than technique. 


BERNARD GOODMAN 
Wayne State University 


Problems in the International Comparison of Economic Accounts. By CONFERENCE 
ON RESEARCH IN INCOME AND WEALTH. Princeton: Princeton University 
Press, 1957. Pp. x +404. $8.00. 


This volume is welcome in view of the increased need for closely comparable na- 
tional economic accounts. In the Introduction John W. Kendrick describes the 
growth of national accounting and the progress toward comparability. All of the 
papers have a definite bearing on the analysis of economic development. 

The point of departure for several of the papers is A System of National Ac- 
counts and Supporting Tables published by the UN in 1953. This is particularly 
true of Morris A. Copeland’s paper, “The Feasibility of a Standard Comprehensive 
System of Social Accounts.” Copeland is satisfied with the core of the UN study 
which stresses the income statement side of social accounting. In his paper he con- 
cerns himself largely with the unsystematized periphery of social accounting. He 
presents a comprehensive system which must be studied by anyone who wants to 
do additional work in this field. His suggestions for simplifications of the UN 
system as an aid to statistically underdeveloped countries are of special interest. 

Gerhard Colm presents a survey of the problems of fitting government transac- 
tions into national economic accounts, and Marilyn Young adds to the insight of 
the government sector in her paper, “A Reconciliation of Alternative Budget Con- 
cepts.” Miss Young explains the differences among three statements of federal 
government receipts and expenditure: the conventional, cash, and the economic 
accounting budgets. The reconciliation of national accounts data with regular 
budget data is a useful contribution of interest to technicians who work on re- 
classification problems. 
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In his paper, “On the Elaboration of a System of International Transaction Ac- 
counts,” Herbert B. Woolley pleads for a world-wide view of international prob- 
lems. He maintains that the world-trade matrix will help clarify the effect of eco- 
nomic development on the structure of world trade, the balance of payments, and 
business fluctuations. Only time will show how useful his research will be for policy 
formulation. The good work in international trade and financial statistics done by 
the International Monetary Fund and other international organizations definitely 
has been carried further by Woolley. 

Dorothy S. Brady and Abner Hurwitz are concerned with the measurement of 
comparative purchasing power of national currencies. It is suggested that the pur- 
chasing power equivalents based on household budget data be computed without 
considerations for price observations. The Brady-Hurwitz paper has useful sug- 
gestions for those who want to approximate relative purchasing powers of the cur- 
rencies of areas with meager price statistics. 

In the last paper, Irving B. Kravis attempts to develop a concept of economic 
activity that can be used in comparing national incomes in two countries with 
greatly different customs and institutions. He rejects the thesis that cultural dif- 
ferences are too great to permit meaningful income comparisons. The values and 
objectives of the national income accounting in the advanced countries are those 
to which the underdeveloped countries aspire. To identify economic activity we 
must know whether the activity is remunerated in any way whatsoever or whether 
the activity is entered into for its own sake. It is claimed by critics Hagen and 
Viner that play and work are not mutually exclusive and that Kravis’ use of the 
concept of economic activity is not promising. Viner wants the estimates compre- 
hensive and detailed and shaped to specific purposes. It is not necessary to agree 
with Kravis’ thesis to find his paper a provocative one. 

FINN B. JENSEN 
Lehigh University 


Income and Wealth: Series VI. Edited by Mitton GILBERT and RICHARD STONE. 
London: Bowes and Bowes, 1957. Pp. xiii+ 306. 42s. 


Neither a critical review nor an adequate description of the material in this vol- 
ume is possible here. The variety of contents is much too great. Even with much 
more space I could not provide such a review. For one thing, some of the tech- 
niques described and used are beyond my competence to evaluate. For another, 
the empirical material, of which there is a considerable amount, applies to eight 
different economies. My impression is that all the essays, selected from the papers 
presented at the Fourth Conference of the International Association for Research 
in Income and Wealth (1955), represent careful, skilful work; they blend theoreti- 
cal and empirical study and are written and edited to economize rigorously on the 
use of words. 

Three of the ten chapters deal with “model building on the basis of data in the 
social accounts.”’ Christ summarizes briefly but simply the elements of Tinbergen- 
type models and then presents (partly in most useful tabular form) the results of 
an analysis of nine such models for the United States; this work should speed the 
development of what is indeed an important aspect of modern social science. The 
estimating methods of the Central Planning Bureau of the Netherlands are exam- 
ined by Lips and Schouten with attention to successes and possibilities for im- 
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provement. Bjerve, pointing out that monetary policy “must be based on some 
kind of liquidity forecast,” describes a method of forecasting the liquidity of Nor- 
wegian banks. While models based on Dutch and Norwegian experience will hardly 
fit other economies, clear description of pioneering and relatively successful model- 
building is of international interest. 

The rest of the volume is devoted to income distribution. In the first essay, 
Dorothy Brady gives a historical summary of the study of income distribution in 
the United States, including some general findings; she indicates, among other 
things, problems that still call for research. Bjerke reports on a study of changes 
in Danish income distribution from 1939-52; he finds that distribution became 
more equal, not to a significant extent from taxation and government spending, but 
from forces on the side of employment (notably drop in unemployment and wage 
policies of trade unions) plus improvement in agriculture plus deterioration in the 
position of rentiers. Goldberg and Podoluk trace the evolution of Canadian data; 
their discussion of problems of income surveys should interest anyone seeking to 
get information this way or to use such information. 

Brown discusses Australian data. (“In . . . 1950-51, 90 per cent of those with 
taxable incomes over £20,000 were classed as farmers.”) He develops “an inferior- 
ity index” as a measure of inequality; it is, very roughly, a measure of the position 
of a group in relation to others, looking to the average above and the average be- 
low. I hope that it receives careful scrutiny by students with more statistical ex- 
pertness than I. Cole and Utting describe a special study in one English county of 
the contributions of second and third earners to family income. Bentzel, with brief 
references to Swedish experiences, develops a formal theory of distribution func- 
tions and consumption. Aukrust analyzes national income shares in Norway from 
1930-52; changes have been substantial; for example, in “export industries the 
wage fraction has shown a strong downward tendency whereas it has been slightly 
increasing in industries working for the home market.” 

These are essays for specialists, not for the typical economist. The work they 
represent evidences considerable achievement. Yet, as the authors point out so 
frequently, the importance of the problems justifies far more work. Volumes such 
as this will help further such work. 

C. LowE.t Harriss 
Columbia University 


Establishment of the International Finance Corporation and the United States 
Policy. By B. E. Matecxt. New York: Praeger, 1957. Pp. x+194. $5.00. 


Mr. Matecki in this short readable volume attempts to test the effectiveness of 
an international economic institution in terms of its impact on national policy. He 
defends this test on the grounds that “. . . if any hope exists for international com- 
munity-building it will assert itself in this intimate area of human relationships 
prior to finding its way to the field of formal, statutory relations.” He applies his 
test in the form of an investigation of the reasons for the establishment of the In- 
ternational Finance Corporation which came into existence on July 24, 1956, as a 
close affiliate of the International Bank. 

The greater part of the book is devoted to marshaling the evidence for answering 
two questions. First, did the idea of an IFC have its source in an international in- 
stitution, even though it was first publicly expounded by the United States Interna- 
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tional Development Advisory Board? Second, did international institutions have 
any part in bringing about the modification of policy announced by the United 
States government on November 11, 1954, when it decided to support the establish- 
ment of the IFC? 

Mr. Matecki answers both questions in the affirmative. The concept of the IFC 
was developed by the staff of the International Bank and was adopted by the 
United States Advisory Board as the result of a mutual exchange of views with the 
officers and staff of the International Bank. The shift in American policy on No- 
vember 11, 1954, resulted from constant persuasion exercised by the management 
of the International Bank; pressures resulting from the contact of United States 
representatives with various international institutions; and special considerations, 
notably the necessity of providing a political concession to the underdeveloped 
countries at the Rio Conference in November, 1954, plus the prospect that the IFC 
would be the least costly and most appropriate concession. 

These findings prompt Mr. Matecki to draw certain conclusions. First, the Inter- 
national Bank meets his test of effectiveness in that it had a definite impact in the 
case studied upon the policy of an economically powerful member government. 
Second, the effectiveness of the International Bank in this instance was greatly 
facilitated by the presence of American nationals on its staff. Generalization from 
the IFC experience is tempered by this conclusion, although Mr. Matecki draws 
some optimism for the future of international community-building from his in- 
vestigation. Third, international forums had a considerable impact on the United 
States delegates, but the effectiveness of these delegates in altering American policy 
required a special atmosphere between the delegates and the American policy- 
makers. This special atmosphere was “one marked by a communion of economic 
doctrine between those who did the urging and those who were subject to it, 
one in which those who did the urging could be beyond any suspicion of trying 
to breach any of the principles adhered to in common.” Fourth, the contention that 
the International Bank is just another arm of U.S. foreign economic policy is a 
myth. The Bank’s position in this case, rather than being shaped by U‘S. policy, 
tended to shape it. 

Many readers will be as much interested in the process by which national policy 
decisions are made as by the fact that in the case studied an international organi- 
zation was involved. The method of this study is much like that of Stephen K. 
Bailey’s Congress Makes a Law. Mr. Matecki from interviews and published ma- 
terial documents each step in the process of reaching a national decision on the 
IFC. More such case studies would be helpful not only in arriving at a theory of 
international organization but also in securing a better understanding of the proc- 
esses of national policy formation. 

Burton C. HALLOWELL 
Wesleyan University 


Britain’s Postwar Dollar Problem. By Evtiot Zupnick. New York: Columbia 
University Press, 1957. Pp. xv+256. $5.50. 


One cannot be certain whether or not Mr. Peter Thorneycroft or other members 
of the British government read this book before raising the bank rate from 5 per 
cent to 7 per cent last September. Had they the opportunity to do so, they would 
have discovered considerable support for their action—not in a specific recom- 
mendation but in general advocacy of essentially orthodox measures to maintain 
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monetary stability as a necessary condition to settling Britain’s wider economic 
difficulties. 

Here is a decidedly superior doctoral dissertation seeking to detail the history, 
pathology, diagnosis of, and prescription for, a monetary disease. The author pre- 
fers to call it a “postwar dollar problem” although he seems to use the phrase “‘dol- 
lar shortage” as almost equivalent or, at very least, an integral part of the former 
term. Chapter ii through ix give the background and history of the disease and 
constitute both the major part of the study and its most significant contribution. 
Chapter iv, entitled ““The Course and Control of Inflation in the Postwar Period,” 
although it is confined entirely to British experience, would make an excellent sup- 
plementary reading assignment for classes in both international finance and money 
and banking. In a short space and an effective manner, the author relates the strug- 
gles of the British body politic and economic to fight the ravages of inflation. The 
student, after completing the reading and after drawing on his knowledge, could 
well be asked to provide a comparison of British and American experience, for 
there are more likenesses than differences. Chapters v through ix provide a de- 
scription and statistical charts of the ups and downs of the patient’s temperature 
of greater interest to the specialist than to the general reader or undergraduate. 

The remainder of the book constitutes the author’s diagnosis and suggested 
remedies. As might be expected, these invade several areas of divided opinion. 
This is particularly true of his prescription of a general upward revaluation of the 
price of gold. In essence, Dr. Zupnick’s position relative to the price of gold is 
similar to that taken by Roy Harrod, M. A. Heilperin, James W. Angell, and 
others. Those who argue that such a revaluation “would lay the groundwork for 
an inflationary expansion of credit; and . . . would undermine confidence in the 
dollar” (p. 221) are brushed aside in two short paragraphs, and the more funda- 
mental moral and ideological objections are not examined at all. 

Failure to consider thoroughly alternative diagnoses constitutes the book’s ma- 
jor weakness. No mention, in text or bibliography, is made of Gottfried Haberler’s 
Currency Convertibility (American Enterprise Association, 1954), A. C. L. Day’s 
The Future of Sterling (Oxford, 1954), Sir Sidney Caine’s “Some Doubts about 
Sterling Area Policy” (Lioyd’s Bank Review, April, 1954), or even Milton Fried- 
man’s “The Case for Flexible Exchange Rates” in his Essays in Positive Economics 
(Chicago, 1953). Unfortunately, too, for a book being reviewed in the Journal of 
Finance, there is no evidence that the author is familiar with it or with any of the 
articles relating to the problem which have appeared in its pages—to mention a 
few, Bernard Goodman’s “The Price of Gold and International Liquidity” (March, 
1956), Samuel I. Katz, “The Future of Sterling” (December, 1955), and the ex- 
cellent papers by George H. Willis, Donald F. Heatherington, Howard S. Ellis, 
Raymond F. Mikesell, and Frank A Southard, Jr., on “The Question of Currency 
Convertibility” in the May, 1955, issue. 

Despite the author’s failure to generalize beyond one patient’s suffering, or to 
come to close grips with the fundamental questions of divergent and perhaps irre- 
concilable national objectives, the book is well worth reading as a description of 
chronic monetary appendicitis. Unfortunately, instead of surgery, the author has 
prescribed a gold revaluation palliative to be taken not only by the patient, but by 
all his close relatives as well. It would bode well for the patient’s chances of re- 
covery to seek several independent diagnoses. 

ARTHUR Kemp 
Claremont Men’s College 
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Investments 


Problems of Capital Formation: Concepts, Measurement and Controlling Factors, 
By the CONFERENCE ON RESEARCH IN INCOME AND WEALTH. Princeton: 
Princeton University Press, 1957. Pp. xi+612. $7.50. 


This is a book by technicians primarily for technicians. It will not be read as 
widely as some of the companion reports of other National Bureau of Economic 
Research conferences. But all of it should interest specialists in national and input- 
output accounting, and some of it will be of more general interest, particularly to 
theorists and forecasters. 

It’s a shame that the Bureau cannot speed up its publication schedule for ma- 
terial of this kind. This volume, edited by Franco Modigliani and published in 
January, 1957, is the revised proceedings of a conference held in October, 1953. 
By now many of the contributions appear a great deal less novel than would have 
been the case four years ago. 

The book divides into three parts. The first, which treats problems of capital 
formation measurement, includes a presentation of new residential construction 
estimates by David Blank and Louis Winnick; a review of available American 
inventory investment data by James Daly; a piece on Canadian capital formation 
in which Kenneth Buckley presents new estimates for the period 1901-30 and re- 
views the Canadian government estimates for the period 1926-52; a sources-and- 
uses-of-funds analysis of the postwar financing of United States capital formation 
by Daniel Brill; a short paper by George May outlining changes in business ac- 
countants’ treatment of capital items during the first half of the century; and a 
paper in which Edward Denison explores the feasibility of alternative techniques 
of measuring capital consumption and, hence, of net capital formation. 

In the accompanying comments of discussants, Irwin Friend remains skeptical 
of the adequacy of Brill’s framework, Buckley strikes a few sparks from O. J. 
Firestone, and a real set-to develops between Simon Kuznets and Denison. I found 
the latter’s paper the most stimulating of this Part I lot. In rigorous fashion, 
Denison argues that the only feasible empirical procedure is to measure capital 
inputs purely in terms of their deflated costs, without regard to changes in the 
quality of equipment or plant, except as they affect capital costs. However, as 
Denison’s discussants note, his position leads to some anomalies, particularly with 
respect to the incorporation of obsolescence into capital consumption estimates. 

Part II of the book leads off with an analysis by Anne Carter of the wide inter- 
industry and intra-industry variations which the Leontief group at Harvard has 
observed in capital-capacity coefficients, and follows this with three sets of findings 
(by Frederick Moore, Raymond Bowman and Alarmin Phillips, and John Hodges) 
concerning such coefficients in particular industrial sectors. Robert Grosse and 
Edward Berman come next with a rather fragile technique for estimating replace- 
ment outlays for producers’ equipment. Last, and probably deserving the widest 
readership, is a report by Bert Hickman on some case studies of the relationship 
between capacity and output in individual firms. This is particularly to be ap- 
plauded for the body-block it throws on what Modigliani, in a comment, calls the 
“naive” version of the acceleration principle. 

Finally, in Part III, Ruth Mack and Modigliani offer two useful papers on inven- 
tory behavior which do not, however, appear to break much new ground. The 
volume winds up on its high point, as far as general reader appeal is concerned— 
a comprehensive evaluation by Robert Eisner of investors’ intentions surveys, plus 
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a spirited dialogue between Eisner and his discussants, James Morgan, Charles 
Reeder, and Walter Hoadley, concerning, among other things, the proper scope of 
economics. 

One last, sour, note. Much of this volume exemplifies the distressingly drab style 
in which so many American economic researchers manage to package their findings. 
It’s a pity, for often their prose is much duller than their subject-matter. 


Joun P. Lewis 
Indiana University 


Money and Banking 


Banks and Politics in America from the Revolution to the Civil War. By Bray 
HAMMOND. Princeton, N.J.: Princeton University Press, 1957. Pp. xi+771. 
$12.50. 


This scholarly work is a substantial contribution to the literature on the de- 
velopment of banking thought and practice from the Revolution to the Civil War. 
After meticulously examining the historical facts as the records of the times show 
them, and making diligent researches through the literature in the field, the author 
critically examines many of the beliefs widely held by economic historians and 
other scholars. From his unrelenting analysis he suspects “that recent contempo- 
raries who had dealt with the things I was investigating had relied rather more on 
inner enlightenment than on facts” (p. vii). 

Many beliefs widely held today may, indeed, be false. Many teachers of money 
and banking today have been greatly influenced in their formative years, directly 
or indirectly, by the writings of such authorities as Horace White, Frederick J. 
Turner, and a host of others who contended that there had been a continuous 
strong movement for cheap money fostered primarily by the agricultural interests 
of the frontier. Such scholars, the author maintains, ignored the facts and their con- 
clusions seem to him wholly fallacious. 

The borrowers, or those seeking credit, were merchants, businessmen, traders, 
speculators—all the entrepreneurs who had to have credit. The poor debtor he finds 
“a myth.” The great creative forces of credit sprang from the demands of such 
enterprising groups and not from the “hypothetical straits of farmers and paupers 
floundering in debt and trying to evade its repayment” (p. 33). 

The author examines the banking principles proposed and tried in the several 
states. Special attention is given to Free Banking in New York and Michigan, to 
the development of the Safety Fund in New York, and to the practices of the 
Suffolk Bank. The operations of the latter showed laissez faire at its best. “With 
no privileges or sanctions whatever from the government, private enterprise de- 
veloped in the Suffolk an efficient regulation of bank credit that was quite as much 
in the public interest as government regulation could be” (p. 556). 

The control of credit, when used, tended to be deflationary and was “displeasing 
to an enterprising democracy determined to exploit its matchless opportunities in 
the New World to the utmost and unwilling to let borrowing be made difficult by 
ideals of sound currency and conservative growth” (p. 563). The people were 
equally opposed to regulation by the federal government or by a central bank char- 
tered by the government, a fact well illustrated by the author’s examination of the 
first bank of the United States and by his exhaustive study of the second, which 
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“was not destroyed by champions of the helpless contending against the money 
power, but by rising and popular business interests that found the bank doubly 
offensive for being both vested and regulatory—Wall Street, the state banks, and 
speculative borrowers dressing up for the occasion in the rags of the poor and 
parading with outcries against oppression by the aristocratic Mr. Biddle’s hydra 
of corruption, whose nest they aspired to occupy themselves” (p. 443). 

The author says that “this is a book about politics and banks and history. Yet 
politicians who read it will see that the author is not a politician; bankers who 
read it will see that he is not a banker; and historians, that he is not a historian. 
Economists will see that he is not an economist and lawyers that he is not a lawyer.” 
From my point of view, however, all will agree that he has done a better job than 
a specialist of any single field could have done. 


KENNETH L. TREFFT72s 
University of Southern California 


Principles of Money and Banking. By Hiram L. Jome. Homewood, IIl.: Irwin, 
1957. Pp. xix+622. $6.50. 


It seems to this reviewer that a large number of texts in money and banking are 
either (1) overly simple, or (2) designed primarily to expound Keynesian eco- 
nomics and business cycle theory. By contrast, Jome’s new text does, perhaps, what 
a text in this field should do: it teaches money and banking. This is not to say that 
the author ignores the implications of money on the operation of the economic 
system. On the contrary, he has skilfully woven together an explanation of money 
and banking with a realistic and, I should think, a highly instructive set of appli- 
cations of his subject to policy problems. 

The policy applications of the material are not limited to the purely monetary 
aspects of a problem. The reader is constantly aware of the relationship between 
the monetary system and the general framework of economic theory and practice. 
From the first chapter the reader is made to feel that he is acquiring tools for the 
analysis of real issues. Many of Jome’s illustrations are admirably designed to 
accomplish what most economists agree is a primary function in teaching eco- 
nomics: to teach students how to think. To supplement his discussion, Jome has 
amassed an impressive array of thought-provoking questions at the end of each 
chapter. Teachers will find the questions especially useful in promoting class dis- 
cussion since they do not follow the usual stereotype found in most texts. 

One of the chief merits of the book, in my opinion, is the skill with which the 
author brings his subject to life by tracing briefly the historical evolution of the 
idea or institution which he is describing. In each instance the background infor- 
mation is relevant to the material at hand. With the exception of an eighty-five- 
page section on the history of banking in the United States, and this includes the 
creation of the Federa! Reserve System, the historical material is integrated into 
the continuity of the discussion. Even this eighty-five-page section is not treated 
as a historical digression. Rather, under the heading, “The History of Bank Regu- 
lation,” Jome traces the growth of banking institutions from the point of view of 
how control is exercised over the monetary system. 

Along with good organization, Jome has employed a simple and direct style of 
writing. He freely addresses the reader as “you.” Although at times his style may 
mislead the unwary into underestimating the complexity of the subject, this re- 
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viewer finds it refreshing. If you are as tired as I am of what is called textbook 
jargon, you will appreciate what Jome has done, and so will your students. 

The clarity of style is most helpful in those sections which deal with the me- 
chanics of credit creation and its control. Balance sheet transactions of commercial 
and federal reserve banks are spelled out in detail. With this text teachers are apt 
to spend less time teaching mechanics. 

For those who use a money and banking course as a vehicle for teaching business 
cycles and income determination, this book will prove disappointing. Income the- 
ory is limited to one chapter in which the author discusses fiscal policy as one 
means of controlling prices and the level of business activity. Although the national 
income analysis is concise and clear, it is at about the same level at which the 
subject is taught in a good elementary course. Jome scarcely mentions interest 
theory, and gives only the most cursory treatment to the national debt. 

It is apparent that the author intends this text to be used to teach the basic ele- 
ments of money and banking at the junior level. He limits his theoretical formu- 
lations generally to what can be encompassed by the Fisher and Cambridge equa- 
tions. The assumption seems to be that students should learn national income, 
business cycles, and advanced monetary theory in other courses. For those teach- 
ers, however, who are able to devote a semester solely to money and banking, and 
for those who like their material realistically applied, this text is worth a try. 


Lorne D. Coox 
Pomona College 


The Problem of the Monetary Unit. By Kart OLIvecrona. New York: Macmillan, 
1957. Pp. 185. $3.00. 


In times past it was a simple matter to define money: a cow, a sheep, a pound of 
tea, a coin made of copper, silver, or gold of given weight and fineness, or a promise 
to pay, representing units of specified commodities into which they were redeem- 
able or convertible. Thousands of objects in different societies in various stages of 
their development became generally acceptable as money, served one or more of 
the functions which money performs, and were commonly so recognized in the law. 

Today, however, according to the author of this book, coins, even full-bodied 
coins, have value only because of the authority of the state. This is true, as well, 
of notes since he maintains: “In our days notes are nowhere redeemable. It seems 
probable that the crisis of the early thirties put a definite end to the old system. 
The unredeemable note has come to stay” (p. 49). Such a definitive statement 
need not be argued here. Whether right or wrong, the nature of money and its defi- 
nition have under present conditions of politically managed irredeemable currency 
become very elusive. 

To define money as a measure of value, a medium of exchange, or a store of 
value, or a standard of deferred payments, is merely to enumerate its major and 
ancillary functions without telling what money is. Indeed, to define money in terms 
of what money does, says the author, takes “for granted that we already know what 
money is” (p. 9). This involves circular reasoning or a dilemma which he attempts 
to solve by assuming that money is “general purchasing power” (p. 15), and that 
buying means incurring a debt for which we must have a measure of value and a 
means of payment. 
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From this premise the author proceeds to analyze the “structure of a debt” 
(chap. ii), which in ordinary cases imposes a sanction upon the debtor to pay a 
monetary obligation rather than making payment in some other form (pp. 26 ff.), 
The forms or media of payment, namely coins, notes, and bank or “book” money, 
and the distinction of “money of account” and “money of payment” (chaps. iii, 
iv), are thereafter investigated, which course of inquiry leads up to the question 
of the “monetary unit” itself—as a concept (chap. v) and as a “standard of pay- 
ments” (chap. vi). The last two chapters (vii and viii) elaborate the initial defi- 
nition of the monetary unit as being something in which debts are expressed and 
values are assessed. The Commodity Theory and the Knapp State Theory of money 
are recapitulated and developed from a legalistic-economic approach to a point of 
almost abstract monetary metaphysics. Money is what convention and law make it, 
but the author definitely favors Statist views. “The monetary unit is a word that 
is employed as if it signified an object” (p. 136); it “is a means of payment to re- 
lease debtors of obligations in terms of sums of units of account” (p. 78). Perhaps 
this is as close as we can expect to get to the concept of money in our present day 
“make-believe” managed economy. 

When the hysteria of the Great Depression, World War II, and the Cold War 
crises simmer down, realities in the monetary as well as in the other economic and 
political areas will take on a more simple and more workable form. Until then it 
would seem that we will continue to live in an atmosphere of government fiat, 
at least so far as coins and notes are concerned. Notes no longer represent claims 
that can be redeemed: “paradoxically enough claims on the central bank are always 
good because they can never be honored .. .” (p. 63), and central banks can create 
notes without limit (p. 146), which the author considers an element of strength, 
not of weakness. (He makes no reference to legal reserve limitations such as we 
have in the United States, or to forms of legislative restrictions found in other 
countries.) However, a distinction which the author emphasizes is of significance, 
namely, the difference between notes “which need not, and cannot, be paid,” and 
bank or “book” money which consists of real claims on money institutions or com- 
mercial banks (p. 59). Since book money now constitutes the principal medium of 
exchange (p. 38), the volume and use of the bulk of money is subject to market 
forces. 

The final conclusion leaves us substantially where we began, namely, that both 
the idea of monetary unit and devices for transferring it are required for a mone- 
tary system (p. 135). 

A selection of six notes of theoretical interest are contained in the twenty-page 
Appendix and a four-page Bibliography includes an interesting mélange of inter- 
national sources. 

JAMES WASHINGTON BELL 
Northwestern University 


The American Bankers Association, Its Past and Present. By W1LBERT M. SCHNEI- 
per. Washington, D.C.: Public Affairs Press, 1957. Pp. vit+-275. $5.00. 


This book describes the development of the American Bankers Association from 
its beginnings shortly after the financial crisis of 1873 into the influential and useful 
institution which it is today. The organization of the book is more topical than 
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chronological. After two general historical chapters, individual chapters are de- 
voted to specific problems or activities. In each case both the history and the cur- 
rent status of the issue or function are presented. 

Special emphasis is placed upon the educational activities of the Association. 
Through the American Institute of Banking and the Graduate School of Banking, 
thousands of bank officers and employees have had an opportunity to enhance their 
knowledge of banking and related subjects. Many of the service activities of the 
ABA often seek to enlighten the membership on internal operational problems 
ranging all the way from the extension of agricultural credits to the assessment of 
service charges. The Association has also been quite active in disseminating infor- 
mation on banking topics to the general public. 

It is not surprising that considerable attention has been devoted to legislation 
pertaining to banking. The ABA not only has taken active stands on proposed 
statutes but also has served as a liaison through which the bankers of the country 
can communicate with the government. At the state level, the Association has 
achieved considerable success in securing the adoption of uniform legislation in 
areas of interest to bankers. For example, it can point with pride to the passage of 
the Negotiable Instruments Law in each of the forty-eight states, Hawaii, Alaska, 
and the District of Columbia. The ABA made substantial contributions to the dis- 
cussion which preceded the institution of the Federal Reserve System. Although 
the Aldrich Plan, which the Association specifically supported, was not adopted, 
most of its essential features were incorporated in the Federal Reserve Act. Once 
the System was in operation the ABA not only took the lead in encouraging banks 
to join but also supported the System on most issues. 

During both World Wars the Association rendered invaluable services in mobi- 
lizing and coordinating the banking resources of the country. As a result the nation’s 
banks quickly absorbed large quantities of government securities and handled the 
sale and redemption of many more, extended war necessary credits to private indus- 
try, and handled the job of ration banking most effectively. 

Although space does not permit a detailed account of all the activities discussed 
in this book, it is apparent that the ABA exhibits many attributes of a trade asso- 
ciation, professional society, educational foundation, and public service organiza- 
tion. While such a combination of functions is by no means unique, the hybrid 
nature of the Association cannot fail to interest the student of economic insti- 
tutions. 

The author has done a thorough job in his description of the history and current 
status of the activities of the ABA. His intimate knowledge of the organization 
makes it apparent that he has worked closely with the officials and personnel of 
the Association. The reviewer can only conjecture regarding the influence this has 
had upon the objectivity of the presentation. Commendations are frequent and 
lavish and greatly outnumber the few mild criticisms which are offered. 

This book, the first of its kind in this area, makes a real contribution to the 
literature of banking institutions. Although its detailed treatment of a limited topic 
restricts its audience to professional bankers and scholars, this does not lessen its 
worth. 

Rosert H. WESSEL 
University of Cincinnati 
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Counterfeiting in Colonial America. By Kennetu Scott. New York: Oxford, 1957, 
Pp. xii+283. $5.00. 


The author of this book is professor of modern languages at Wagner College. 
Thus his interest in early American counterfeiting is extracurricular or in the nature 
of a hobby. This is worthy of mention for the reason that, frequently, the possessor 
of a hobby puts more zeal and enthusiasm into his special interest than he does 
into his regular vocation. This may or may not be true of Mr. Scott as rezards 
modern languages, but there can be no question in the mind of the reader with 
respect to the author’s interest in, and knowledge of, counterfeiting in colonial 
America. 

In the present volume the subject is treated partly from the standpoint of locale 
(e.g., counterfeiting in the Jerseys, the southern provinces, etc.) and partly by a 
description of the activities of certain well-known gangs of counterfeiters such as 
the Pittsylvania and Morristown gangs, John Bill and the Massachusetts gang, and 
Samuel Weed and the Derby gang among others. 

Although the book is replete with the accounts of the activities and trials of 
numerous specific counterfeiters, it seems more fitting in a brief review to indicate 
certain general conclusions that may be drawn from the study than to single out 
specific instances for comment. 

A perusal of the volume, then, leaves the reader with certain general impressions 
with regard to the matter of counterfeiting in these early days. First, the extent 
to which this nefarious profession was practiced is amazing; practically no colony 
was free from it. Secondly, the severity of the punishment meted out to counter- 
feiters under the laws of the various colonies is worthy of note. These punishments 
consisted chiefly of standing in the stocks, suffering a specified number of lashes 
on the bare body, branding, and the cropping of one or both ears. Death by hang- 
ing was also the penalty in some colonies, but it was difficult to get a jury to enforce 
this penalty, so that cases of hanging were rare. Even the lesser penalties could 
frequently be avoided by skipping bail or the payment of a fine. Breaking jail was 
a frequent occurrence and the attitude of the public was often unduly tolerant, 
all of which made the scourge more difficult to control. 

The persistence of the counterfeiters is a third point to be noted. Even those who 
had suffered the indignities of the stocks, public whippings, cropping, or branding 
were likely to continue to pursue their activities. It also appeared to be the case, 
quite reasonably, that the counterfeiting of Colonial bills was much more prevalent 
than that of coin, although some of the silversmiths at times undertook the latter 
type of imitation. 

Finally, to present-day readers, the names of many of the counterfeiters will be 
surprising. Some of the best old family names were to be found among those of 
these early-day scalawags. And, as a matter of fact, certain of these rogues were, 
until caught, considered highly respected citizens of their time. 

Counterfeiting has always been a problem and still is, as is indicated in the Fore- 
word to this study by U. E. Baughman, chief of the U.S. Secret Service. However, 
conditions in the colonies, especially where bills of credit were issued, were espe- 
cially propitious to this type of activity. The author’s well-written and accurate 
account of such counterfeiting in the colonial era is a valuable contribution to the 
history of that period. 

FREDERICK A. BRADFORD 
Lehigh University 
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French Banking Structure and Credit Policy. By J. S. G. W1Ltson. Cambridge, 
Mass.: Harvard University Press, 1957. Pp. vii+453. $8.50. 


Mr. Wilson presents a carefully detailed study of the complex banking structure 
of France and a thoughtful commentary on the role and policies of the Bank of 
France in the years following World War II. His book includes a wealth of statis- 
tical data which clearly highlight some of the wide divergencies between banking 
practice in this country and in France. 

His first division introduces us to the maze of banking institutions in part com- 
peting with, in part regulated by, the Bank of France. Impressive research is indi- 
cated by the detail in which Wilson describes the roles of the several classifications 
of banks, even to the point of discussing the particular industries served by indi- 
vidual banks and the history of many of these banking firms. Also, he presents the 
first discussion in English of some of the specialized French institutions dealing 
with agricultural, mortgage, and cooperative credit associations. To anyone spe- 
cifically interested in the subject of French banking this first section will be an 
invaluable reference. 

As the author moves into the more common ground of central bank credit con- 
trol his findings will be of wider interest. This is an area in which international 
experiences are more comparable, because of the general similarity of central bank 
operations in all countries. Although Wilson does not make specific comparisons 
with the policies followed by other central banks, readers will inevitably note many 
parallels. 

At the same time, differences in economic, social, and political structures will 
necessarily cause differences in techniques of credit control. Wilson calls some of 
these to our attention. With the state as the largest employer of labor, formal wage 
controls could be dropped without eliminating the government’s responsibility for 
wages (p. 339). The inclination of savers to hoard gold instead of investing in 
industry intensified the problem of encouraging industrial expansion without infla- 
tion (pp. 354-55). Respecting the kaleidoscope of French politics he comments 
(p. 375): “For too long France has clung with ideological tenacity to a system of 
small and insufficiently capitalized units protected by tariffs, quotas, price supports 
and State purchases of surpluses. . . . Only a strong government . . . could hope to 
achieve anything of permanent worth. Otherwise, France will only stagger on from 
one crisis to another.” This seems to be the heart of the matter. 

Wilson spells out in detail the qualitative credit controls and limited application 
of quantitative controls exercised by the Bank in the postwar years, concluding 
with the observation that a greater reliance on quantitative controls might have 
yielded better results. With this there should be little quarrel. It does appear that a 
Bank rate of 1% per cent, finally 24 per cent, on commercial bills was inappropriate 
during 1944-48 when prices were rising sixfold. 

On the subject of qualitative controls Mr. Wilson sympathizes with the view 
that most bank assets should be short term and self-liquidating. Although reject- 
ing the “naive belief that being ‘self-liquidating’ paper [commercial] bills could 
hardly be inflationary” (p. 399), he states, (p. 69) “. .. In other words [a bank] 
must .. . so distribute its funds among earning assets that a high proportion of these 
will be ‘self-liquidating’ in character . . . it is dangerous to immobilize funds in long- 
term loans. This is nowadays accepted everywhere as the orthodox basis of deposit 
banking.” (See also pp. 82 and 103, where objection is raised to the propriety of 
long-term investments for deposit banks. ) 
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This reviewer suggests that “inherent liquidity” is something of an illusion and 
that a strong central rediscounting agency is more reliable in providing liquidity 
for the banking system. Also, with less emphasis on short-term “self-liquidating” 
paper there is less likely to be an intensifying contraction in the money supply in 
the event of a business recession. 

To be sure, the Bank of France was not until 1938 allowed to buy Treasury se- 
curities (although the fine discrimination of Gallic logic did permit the Bank occa- 
sionally to make interest-free, perpetual loans to the state), and even today cannot 
buy Treasury securities of more than two years’ tenor. But perhaps this is an area 
where improvement might be made. 

Possibly, also, Mr. Wilson’s point of view is less conservative than it appears. 
He does define self-liquidating paper to include government paper (p. 125). The 
logic of this classification is not altogether unassailable, nor does Wilson indicate 
whether he refers only to short term or to all obligations of the Treasury. 


Evcene S. Kise 
Miami University 


Public Finance 


The Theory and Working of Union Finance in India. By R. N. BHaRGAVA. New 
York: Macmillan, 1957. Pp. 308. $6.75. 


This textbook on public finance in India by an economist at the University of 
Allahabad has special importance because of its delineation of federal finance and 
its penetrating evaluation of tax and expenditure patterns in India. 

The union and state governments use different tax bases to avoid double taxa- 
tion. As the revenue from the taxation of income, estates, customs, tobacco, salt, 
and matches, which is received by the union government, exceeds its needs, and 
the revenue from business excises, property and sales taxes received by the states 
is insufficient, some union tax receipts are turned over to the states. Each state’s 
share is determined by the Finance Commission according to a formula giving 
relative size of population a weight of 80 and relative amount of tax collected a 
weight of 20 per cent. The author regrets that the apportionment is not made on 
the basis of need, but he recognizes how difficult it is to measure need in an under- 
developed country where income statistics are meager and where per capita in- 
come may be distorted by a few wealthy landlords. The author believes that pau- 
city of population as well as density is an indication of need. He feels that the 
unions should try to raise the general welfare by taking from the wealthier states 
and giving to the poorer states in accordance with the marginal principle. Local 
governments should also have separate sources of revenue to assist them in shoul- 
dering their responsibilities rather than having to turn them over to the states. 

Conditional grants-in-aid play only a minor part in the transfer of union funds. 
As all state accounts are uniform and are audited by the auditor-general, the union 
can keep careful watch over the use of state funds, even though grants are not 
made on a conditional basis. The author fails to find that responsibility and econ- 
omy in use are necessarily improved if the same governmental unit is responsible 
for both collecting and using the tax receipts. 

The Reserve Bank of India is the fiscal agent for both union and states and 
maintains an orderly securities market for both. As all states have borrowed from 
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the union, their loans must be approved by it. A state’s freedom would be less cur- 
tailed according to Bhargava, if the Finance Commission, rather than the union. 
approved its loan applications. If the Finance Commission were given this added 
duty, it should be made a continuous body. 

Bhargava maintains that taxation cannot exceed 8 per cent of the national in- 
come of a poor country like India. He states that a poor country cannot afford as 
progressive a tax as a rich country, because investnient has to be encouraged and 
the poor as well as the rich must be taxed to obtain sufficient revenue. Because of 
an insufficiency of certain factors of production, deficit financing cannot bring 
about full employment in India. 

The author criticizes the way India has exploited its monopoly over the railways, 
posts, and telegraphs. He thinks this method of raising revenue is often more in- 
equitable than taxation and may also hide great inefficiency. He recommends that 
only the income from land be taxed and not the land itself. 

The author feels that if India had been allowed to take more advantage of 
America’s lend-lease, some of the inflationary effects of India’s war debt might 
have been offset by industrial development. He also feels that the effective cost of 
defense could be reduced by utilizing the armed forces for social and developmental 
work, and by incu!cating patriotic instincts that will tolerate no corruption, no 
inefficiency, and no waste. 

HELEN C. PoTTeER 
Loyola University, Chicago 


Retirement Policies under Social Security. By W1LBuR J. CoHEN. Berkeley, Cal- 
ifornia: University of California Press, 1957. Pp. xiii+ 105. $3.00. 


Eight million individuals, roughly, are now on the benefit rolls of the Old Age, 
Survivors, and Disability Insurance System, receiving about $5 billion per annum, 
while others are paying $6 billion of contributions annually into a fund exceeding 
$20 billion. Estimates are that these figures, except the amount of the fund, will 
—in rough approximation—double within this generation and double again in the 
next. Such estimates indicate that the system has grown into a major financial in- 
stitution of our economy. 

Mr. Wilbur Cohen’s small and eminently readable book is the first part of an 
interdisciplinary study of the problem of aging in an industrial society, sponsored, 
under a Rockefeller Foundation grant, by the Institute of Industrial Relations of 
the University of California. It applies itself to the key question: “At what age 
and under what conditions should society retire its aged members?”—a most ap- 
propriate question considering both the social impact and the social cost of the 
system. 

Mr. Cohen approaches the problem largely by way of a legal history of our sys- 
tem. After a brief introductory general account of this history he concentrates on 
three topics: (1) why was the age of sixty-five selected as retirement age? (2) re- 
tirement because of disability, (3) the test of retirement. He carefully analyzes 
various possibilities and proposals and final enactments, and adds an actuarial price 
tag to each of them. This approach makes the book most useful and readable but 
limits its scope to some degree. 

It might be wished that Mr. Cohen had relaxed his self-discipline somewhat. 
Having been the director of the Division of Research and Statistics of the Social 
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Security Administration through its most essential and seminal period, he would 
have been eminently qualified to show why certain proposals and alternatives, well 
discussed by his own staff, never reached the Hill. Instead, apparently for this very 
reason, he omits them from discussion in his book. 

For instance: What militated against a flexible retirement age, successfully ap- 
plied in many foreign systems in two forms: flexible either by direct election and 
actuarial adjustment of the amounts of benefits, or indirectly by choice of occu- 
pation (in this case sometimes with and sometimes without actuarial adjustment 
of benefits)? Congress discussed differential retirement ages only according to 
sex, which might be considered not the most pertinent viewpoint. Or, why did Con- 
gress get the administration into the trouble of having to adjudicate disability for 
the purpose of premature retirement, when some foreign systems simply assume 
disability and consequent eligibility for benefits in cases of “terminal unemploy- 
ment” of a certain stipulated duration after, say, age fifty? Again, admitted that 
the administrative cost of the system is relatively low, could it not have been lower 
still by the introduction of the stamp system used in very many foreign systems? 
Or, once more, has it ever been questioned whether it is economically best to limit 
the investment of reserves, if any, to government securities? 

Of course, the list of possibilities referring to both the retirement itself and the 
cost thereof is nearly endless and so is the kaleidoscope of foreign legislation and 
experience. Maybe the limitation to alternatives actually considered in our law- 
making processes provided the best workable approach. In any case, there is no 
doubt in the mind of the reviewer that Mr. Cohen’s book will prove most valuable 
to anyone interested in the present status and future development of our public 
retirement system, or in the economic problems of old age in general. It is also 
worth mentioning that for a student of legislative processes the book offers an in- 
teresting and complete case study. 


FREDERICK G. Reuss 
Goucher College 


Taxation in Brazil. By HENry J. GuMpEL and RuBeNn Gomes DE Sousa. Boston: 
Little, Brown, 1957. Pp. xxxii+ 373. $10.00. 


The present volume is one of the “World Tax Series” prepared by the Harvard 
Law School. It describes in detail the tax system of Brazil, federal, state, and local. 
The pattern of presentation follows, in general, that employed for the other coun- 
tries whose taxes are described and analyzed. The important features of the vari- 
ous taxes and the methods of administering them are noted. 

The governmental structure of Brazil is somewhat similar to that of the United 
States. In addition to the federal government there are four federal territories, a 
federal district, and 20 states with some 3,000 municipalities. The American struc- 
ture, on the other hand, consists of approximately 100,000 governmental units. 

The federal government of Brazil collects the income tax and the imposto 
unico,’ allocating part of the proceeds of the former to municipalities, except state 


1. This is a single federal tax imposed on the production, distribution, and consump- 
tion of fuels and lubricants. It also applies to exports and imports of fuels and lubricants. 
To the extent that it applies, it takes the place of all other federal, state, and municipal 
taxes and customs duties. The tax is imposed at various rates on the average price of 
the various types of fuels and lubricants. 
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capitals, and part of the latter to municipalities and states. Other exclusively 
federal taxes include the excise tax, import duties, excess profits tax, exchange re- 
mittance tax, and a particular stamp tax. 

Certain tax sources are also reserved to the states. They include the rural land 
tax, real property transfer tax, inheritance tax, sales tax, export tax, and a stamp 
tax. 

The pattern of separation of revenue sources is further extended to municipali- 
ties. Their exclusive taxes comprise the urban real property tax, license taxes, busi- 
ness tax, amusement tax, and stamp tax. The stamp tax of each level of govern- 
ment applies to the particular legal documents, instruments, or transactions, in 
the case of municipalities, regulated by each level. 

The so-called direct taxes on income, excess profits, inheritances, etc., supplied 
26.2 per cent of the total tax receipts in 1952. The great bulk of the revenue, or 
73.8 per cent, came from the so-called indirect taxes. 

The authors have carefully brought together in an orderly manner a great 
amount of useful information concerning the tax system of Brazil and its compo- 
nent parts. The material is presented in a manner to facilitate study and reference 
by lawyers, accountants, economists, and other students of taxation. Those who 
want to know more about taxation in Brazil as a place to carry on business or 
other activities and those who want to compare taxation in Brazil, the United 
States, and other countries will find this an indispensable volume. 

It is apparent that the separation of revenue sources has been extended much 
further in Brazil than in this country. The important income tax and the important 
imposto unico are collected by the federal government and the revenues are shared 
with lower levels of government. 

In the United States there is only a limited amount of separation of revenue 
sources and no federal sharing of taxes with the states, although we employ tax 
credits against the federal estate and employment taxes and we do have a con- 
siderable amount of tax-sharing with local governments. We also have substantial 
federal and state grant-in-aid programs. 


ALFRED G. BUEHLER 
University of Pennsylvania 


Industrial Tax-Exemption in Puerto Rico. By Mitton C. Taytor. Madison, Wis.: 
University of Wisconsin Press, 1957. Pp. xi+172. $3.50. 


Governmental planning and direction of general economic development, espe- 
cially of the industrialization program, began in Puerto Rico in 1942 with the 
creation of the Government Development Bank and the Puerto Rico Industrial 
Development Company, referred to as PRIDCO. In 1946, PRIDCO initiated the 
island’s bid for private investment from the mainland by means of its Industrial 
Aid Program. In the following year PRIDCO secured the enactment of a new 
industrial tax-exemption law which has developed into what is generally believed 
to be the most effective inducement for new industries. How tax exemption, which 


has been so “. . . universally maligned in public finance . . .” can “. . . at the same 
time ride the crest of congenial public support and political favor in a particular 
area...” (p. 5) is the problem to which this study is addressed. 


While other factors, in the author’s opinion, have played an important part in 
the postwar industrial boom in Puerto Rico, tax exemption has, in fact, proved 








148 The Journal of Finance 


quite effective as a consequence of “. . . a unique conjuncture of circumstances 
under which certain provisions of the United States income-tax law allow an ex- 
clusion from federal taxation, while the Industrial Tax Exemption Act provides 
exemption from the principal Puerto Rican taxes. The result is a virtual ‘tax 
holiday’ for a limited period of time for eligible manufacturers” (p. 11). Indus- 
trial tax exemption in Puerto Rico, therefore, operates under conditions different 
from those prevailing in mainland United States, where any proffered “tax holiday” 
applies only to property taxes on the state, county or municipal level, leaving the 
relatively much heavier federal taxation of income unaffected. 

In his approach to his subject, the author recognizes that “. . . there are two 
counterbalancing aspects to the use of a subsidy as an industrial inducement: its 
effect on assisting and stimulating private investment, and its offsetting cost. 
Before it can be concluded that tax exemption has been a desirable public policy 
in Puerto Rico, therefore, it is necessary to weigh the burdens as well as the bene- 
fits of the tax subsidy in the light of alternative uses for resources” (p. 6). Dealing 
first with the traditional character of the Puerto Rican economy and social environ- 
ment, he proceeds to describe, in turn, the general features of the pertinent legis- 
lation, the character and extent of the tax exemption subsidy, petition procedure, 
policy considerations, the administrative law involved, and compliance and en- 
forcement. 

In his analysis of basic statistics in chapters viii and ix, the author demonstrates 
his skill as a competent researcher in the area of social control. His conclusions, 
which are well supported by the facts presented, can be briefly summarized. In his 
own words, and following a succinct statement of his theoretical frame of refer- 
ence, “This research suggests . . . that it would have been more desirable to use tax 
exemption in Puerto Rico as a last resort than as a first recourse in providing in- 
ducements to attract external capital. This research does not appear to justify the 
conclusion that the spread of industrial tax-exemption throughout the underde- 
veloped areas of the world should be viewed with apprehension, but it does appear 
to at least constitute a caveat. It is evident that industrial tax-exemption may be 
effective from the myopic view of a few particular areas, but wide-scale adoption 
would tend to nullify the unique advantages gained by the innovators, without 
at the same time eliminating the burdens for the whole group. And the experience 
in Puerto Rico indicates that these burdens can be substantial” (p. 153). 


J. Epwarp Hepces 
Indiana University 


Real Estate Finance 


Capital Formation in Residential Real Estate: Trends and Prospects. By Lo 
GREBLER, Davip M. BLANK, and Louris WINNICK. Princeton, N.J.: Princeton 
University Press, 1956. Pp. xxx-+519. $10.00. 


All too little is known about residential real estate and home building, as evi- 
denced by the efforts of the authors to measure capital formation in this important 
sector of our economy. Many of their estimates as to physical volume, costs, and 
dollar value are of necessity based on incomplete data. Still, the study offers the 
best historical record that has yet been compiled, and will prove useful. 
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The book “‘is the result of a joint study by the Institute for Urban Land Use and 
Housing Studies, of Columbia University, and the National Bureau of Economic 
Research, Inc. The authors were staff members of the Institute. The study is part 
of a larger investigation of trends and prospects in capital formation and financing 
made possible by a grant from the Life Insurance Association of America.” 

Almost 200 of the book’s 500-plus pages consist of Appendix tables, and the 
main body contains 80 tables and 29 charts. Many of these provide historical series 
from 1890 to date on new construction, demolitions, construction costs, population, 
mortgage financing, and other topics. The narrative has been divided into Part A, 
“Strategic Factors in Capital Formation,” Part B, “Uses and Sources of Capital 
Funds,” and Part C, “Long-Term Prospects—An Appraisal.” The chapters are well 
written and carefully documented, with a wide range of sources. In fact, it is the 
pulling together into one volume of the scattered statistical evidence on this sub- 
ject that makes the work significant. Even so, there is a warmth of style and a 
personality to the book that makes it seem more than an assembly of facts. 

Treatment is well balanced, with financing and the influence of government re- 
ceiving, appropriately, major attention. The authors have not omitted population 
trends from their consideration, but they do not exaggerate the importance of the 
number and size of families as so often is done. Housing is looked upon as a product 
over which consumers have considerable preference as to how much they will buy. 

The authors detect such trends as “the long-term interconnection between popu- 
lation growth and additions to the housing stock, the declining size and changed 
composition of the household, the drop in real capital per dwelling unit, the de- 
clining relative importance of residential construction in total economic activity, 
the increasing willingness of consumers to use mortgage loans for the acquisition 
of new homes, and the spectacular development of the financial system to meet the 
needs of debt financing for this purpose.’”’ After examining the “push and pull of 
market forces” and “the future role of government,” the authors seem to conclude 
that these trends likely will continue. But even these “prospects” are well hedged 
by their “note on the time pattern,” and the reader must not expect to find any 
specific estimates or projections for the future. 

The major weakness would appear to be the minimum treatment of construction 
costs, productivity in the house-building industry, and the technological develop- 
ments in housing and home construction. Perhaps this has resulted from the empha- 
sis on the past rather than the future; certainly the record of the past does not 
offer much in the way of favorable trends. Thus, the book is far from being a 
glowing record of the great accomplishments of the house-building industry. 


Epwarp E. Epwarps 
Indiana University 
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ARONSOHN, ALAN J. B. Partnerships. New York: Practising Law Institute, 1957. 
Pp. 106. $2.00 (paper). 


The taxation of partnerships is examined in detail in this monograph which ends 
with a consideration of the relative tax advantages of corporations and partner- 
ships. 


BrumMET, R. Lee. Overhead Costing: The Costing of Manufactured Products. 
Ann Arbor, Mich.: University of Michigan Bureau of Business Research, 1957. 
Pp. xii+157. $5.00. 


This monograph explores the various concepts of overhead costs from several 
viewpoints in an attempt to clarify the problems involved and to encourage a re- 
examination of the entire area of overhead costing. 


EcoNoMIst INTELLIGENCE UNIT AND CARTOGRAPHIC DEPARTMENT OF THE CLAR- 
ENDON Press. Oxford Regional Economic Atlas: The U.S.S.R. and Eastern 
Europe. New York: Oxford University Press, 1956. Pp. viiit+- 134. $5.75 (paper). 


This is one of a series of eight regional economic atlases planned to cover the 
various important geographic areas of the world. It is arranged in three main parts: 
general reference maps; topic maps, which form the major part of the work; anda 
gazetteer. 


ENGLAND, WILBUR B. Operating Results of Food Chains in 1956. Boston: Harvard 
Business School, 1957. Pp. vi+36. $2.00 (paper). 


Food-chain sales again registered a substantial gain over previous years. Total 
net profit as a percentage of sales rose for the over $50 million group, declined 
appreciably for the less than $15 million group, and fell only slightly for the middle 
volume group. 


HEATH, SPENCER. Citadel, Market and Altar. Elkridge, Md.: Science of Society 
Foundation, 1957. Pp. xxiv+ 259. $6.00. 


The author undertakes to point out the operation in our modern society of a 
universal law whereby the free enterprise technology, once it is fully understood, 
is destined to extend itself creatively into the common and public services, and 
thereby transform these services into creators of vast profits and values to the en- 
richment of all. 


Hirscu, WERNER Z. Introduction to Modern Statistics with Applications to Busi- 
ness and Economics. New York: Macmillan, 1957. Pp. xiv+429. $8.75. 


Modern methods of inference are presented here in such a way that a student 
who has had only high-school algebra and geometry can grasp the reasoning under- 
lying the formulas. 
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INTERNATIONAL COMMITTEE FOR SOCIAL SCIENCE DOCUMENTATION IN CO-OPER- 
ATION WITH THE INTERNATIONAL Economic ASSOCIATION. International Bibli- 
ography of Economics. Paris: Unesco, 1957. Pp. 588. $10.00 (paper). 


This valuable reference source lists by major fields, by specific subjects, and by 
authors all scientific publications (books and periodical articles) dealing with eco- 
nomics published in 1955. In carrying out its task of supplying each social science 
discipline with the basic bibliographical instruments essential to it, the Committee 
has produced a series of truly international bibliographies. 


Lee, T. Hove. Mathematics of Finance. Homewood, Ill.: Irwin, 1957. Pp. ix+ 
335. $6.00. 


Except for the two chapters on life insurance and annuities only eight formulas 
are used in this new textbook, which stresses the use of line diagrams and the 
equation of value as the basis of all work. 


Lenuakrt, N. J., and Deriiese, P. L. Montgomery’s Auditing. 8th ed.; New York: 
Ronald, 1957. Pp. xi+766. $10.00. 


Important features of this new edition are the chapter on taxes, which offers 
valuable suggestions in accounting for income and other taxes, and the chapter on 
management services, which discusses areas other than auditing in which the public 
accountant may be helpful to his client. 


Loes, G. M. The Battle for Investment Survival. 3d ed; New York: Simon and 
Schuster, 1957. Pp. 311. $3.95. 


To the thirty-three short chapters of the preceding edition (reviewed in the 
September, 1954, issue of the Journal), included in this new edition practically 
without change, there has been added a “Postscript” of more than a hundred pages 
dealing with a score of short topics—miscellaneous articles and lectures prepared 
at various times but still of current interest. 


Nutter, G. WARREN. Some Observations on Soviet Industrial Growth. New York: 
National Bureau of Economic Research, 1957. Pp. 12. $.50 (paper). 


While the author states that “no scholar can have a clear conscience in working 
with Soviet data as if they were fully reliable,” he introduces a new approach to 
his subject by making an industry-by-industry comparison of Soviet and American 
growth in physical output and in each case confining the comparison to periods in 
which the American and Soviet industries were of equivalent size. 


PATTERSON, EpwIN W. Essentials of Insurance Law. 2d ed.; New York: McGraw- 
Hill, 1957. Pp. xiv+558. $7.50. 


Beginning with a chapter on government control of the insurance business, this 
book is devoted chiefly to the making, validity, and enforcement of insurance con- 
tracts. The final chapter is concerned with those oral or informal dealings between 
insured and agent that go under the name of waiver and estoppel. 


PATTERSON, GARDNER, and Furniss, Epcar S., Jr. NATO: A Critical Appraisal. 
Princeton, New Jersey: Princeton University Press, 1957. Pp. v+ 107 (paper). 


The authors summarize the discussions of an international conference held at 
Princeton in June, 1957. While the bulk of the report is a record of disagreements, 
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of differences in viewpoints, and of the great problems which face NATO, the con- 


ference apparently was optimistic as to the prospects for survival of the Atlantic 
Community. 


SALMON, WALTER J. Operating Results of Variety Chains in 1956. Boston: Har- 
vard Business School, 1957. Pp. vit+-40. $2.00 (paper). 


While variety chain sales on a per store basis as well as in the aggregate set a new 
record, there was a decline in earnings (both before and after taxes) in dollar val- 
ume, as a pecentage of sales, and as a percentage of adjusted capital stock and 
surplus as compared with the previous year. 


ToOsTLEBE, ALVIN S. Capital in Agriculture: Its Formation and Financing Since 
1870. Princeton. New Jersey: Princeton University Press, 1957. Pp. xxvi+ 
232. $6.00. 


This study attempts to measure the growth of physical farm capital in five ma- 
jor categories over an eighty-year period, and that of all financial assets used in 
farming from 1900 to 1950; to relate this growth of capital to that of the farm la- 
bor force and to output; and to discover the principal determinants of investment 
in the various types of agriculture and the sources of financing utilized. 


Troy, Leo. Distribution of Union Membership among the States, 1939 and 1953. 
New York: National Bureau of Economic Research Inc., 1957. Pp. viii+32. 
$.75. (paper). 


While union membership increased at a faster rate than non-agricultural employ- 
ment in every state between 1939 and 1953, the extent of union organization of 
non-agricultural employment in the latter year varied from 8.3 per cent in North 
Carolina to 53.3 per cent in Washington. 


Turvey, Ratpu. The Economics of Real Property. London: George Allen and 
Unwin, 1957; distributed by Macmillan, New York. Pp. x+150. $3.00. 


This study, devoted to an analysis of property values and patterns of use, should 
be of interest to economists in the field of land economics and to those concerned 
with such real estate problems as valuation and town planning. 


CLYDE WILLIAM PHELPS 
University of Southern California 








